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PREFACE

I
N recent years there have been important developments in

Economic Theory—notably in the analysis of Money and
Unemployment by Mr. Keynes, and in the theory of Imper-
fect Competition by such writers as Mrs. Robinson and Mr. E.

Chamberlin. Many of these new ideas are not yet available

to any but the trained economic theorist; for new scientific

work must always at first be stated in technical terms. It is

the primary object of this book to expound the whole corpus

of Economic Theory without taking any knowledge of tech-

nical terms for granted and with full use of the more recent

developments. I have not shirked any point in which econo-

mic analysis is relevant for the determination of economic
policy; and for this reason this book is not always easy to

read. But I have tried to write In such a way that any one
with patience and the power of clear reasoning can under-
stand it.

In this book I have discussed economic theory with direct

reference to the economic problems of the modern world.

As a teacher of the subject I have often found that men, who
come to economics to find an answer to the pressing problems
of the moment, cannot see that the formal analysis of the

text-book has anything to do with the real world. Such
formal analysis is, however, essential for a full understanding

of practical problems, and the rigid text-book analysis must
be mastered

;
but in this book I have attempted to supplement

that training by combining it with the direct discussion of

economic problems. This method has made it necessary to

advocate a particular economic policy.

There is nothing original in this work, which is a tran-

scription of the work of many authors
;
and it is impossible for

me to enumerate fully the writers to whom I am indebted .

Nearly every economic author, whom I have read, has directly

or indirectly affected this book. But there are certain authors

whom I must mention specifically, and I hope that I will be
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excused if I have failed to acknowledge direct indebtedness

to others. Mr. J. M. Keynes’s Treatise on Money and General

Theory of Employment^ Interest and Money have inspired the

whole of Part I of this book, which has also been directly

influenced by the work of Mr. R. F. Kahn; and certain

passages in Chapters VI and VIII of Part I have been recast

after reading Mr. R. F. Harrod’s Trade Cycle. The sug-

gestion about the Sinking Fund on p. 45 is taken from

evidence given by Professor A. L. Bowley to the ^Colwyn

Committee’, and is to be found on pp. 323 to 328 of the

Report of the Committee on the National Debt and Taxation^

1927. Part II has been constructed on the foundations of

Mrs. Robinson’s Economics of Imperfect Competition^ Mr. E.

Chamberlin’s The Theory of Monopolistic Competition.^ and

Professor Pigou’s Economics of Welfare^ as well as upon
articles by Mr. R. F. Harrod and other authors; while pp.

156 to *164 are a transcription of an argument in Mr. R. F.

Kahn’s article in the Economic Journal^ for March 1935,
entitled 'Some Notes on Ideal Output’. Chapter VIII of

Part II has gained much from articles of Mr. M. Dobb,
Mr. H. D. Dickinson, and Mr. A. P. Lerner in the Economic

Journal and the Review of Economic Studies. Part III owes
much to Dr. Hugh Dalton’s The Inequality of Incomes

and Mr. Wedgwood’s The Economics of Inheritance^ while

Chapter IV of this Part is largely based on the works on
Public Finance of Dr. Hugh Dalton, Professor Pigou, Sir

Josiah Stamp, and others. In Part IV, pp. 278 and 279 are

merely a numerical illustration of the proof given by Mr.
J. M. Keynes for a proposition of Mr. F. P. Ramsay in his

article in the Economic Journal for December 1928, entitled

‘A Mathematical Theory of Saving’. Part V is based upon
many works on the Theory of Money, as well as upon text-

books on International Trade, such as Professor Taussig’s
Theory of International Trade and Mr. R. F. Harrod ’s

International Economics.

Mrs. Robinson has read the whole of the manuscript of
Parts I to IV, and I am very grateful for the many material
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improvements suggested by so able a professional economist.

Dr. N. J. Abercrombie has nobly played the part of the

intelligent amateur, and his detailed criticisms have greatly

improved the exposition. My sister has done the same for

Part I and suggested the insertion of an important section.

I have been greatly helped by my wife in revising the book.

To all of these I would express my sincere gratitude.

HERTFORD COLLEGE, OXFORD. J. E. M.
April 1936.
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INTRODUCTION

Before any economic system can provide the highest
possible standard of living, four conditions must be

fulfilled.

1.

No economic resources, which are willing to work,
must stand idle. This problem—^the problem of Unemploy-
ment or of poverty in the midst of plenty—is discussed in

Part I.

2.

The available economic resources must be set to work
to produce in the greatest possible quantities those products
which consumers most desire; this condition will remain
unfulfilled, so long as it is possible by producing less of one
thing to produce more of another, which consumers desire

more urgently. This is the problem of Competition, Mono-
poly, and Planning, which is the subject of Part II.

3.

The income of the community must be distributed

among individuals in such a way that the greatest possible

satisfaction is obtained from the limited national income.
The Distribution of Income is the subject of Part III.

4.

The standard of living will not be the highest possible,

unless a proper balance between work and leisure is main-
tained and unless the total population and the total stock of

capital are forthcoming in the most appropriate amounts.
Part IV discusses this problem of the ‘optimum’ supply of

the factors of production, labour and capital.

If these four conditions are fulfilled, the standard of living

will be the highest which it is possible with a given knowledge
of industrial technique to obtain from a given supply of

natural resources. Parts I to IV are based on the assumption

of a self-contained economic system. But in the real world
no economy is isolated in this way; for each government
must consider the eifect of its economic policy upon economic
relations with other countries. Part V is therefore devoted

to International Economic Problems. This discussion gives

rise to no further fundamental economic problem, but shows
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merely the international aspects of the four fundamental

questions discussed in Parts I to IV.

Some of these problems are more urgent and some are more

easily solved than others. The most glaring economic ab-

surdity at present is the existence of unemployed resources

in a world in which there are many needs still to be satisfied.

For this reason the policy discussed in Part I—together with

its international aspects in Part V—is the most pressing and

the nearest to ‘practical politics’. Fortunately, as we shall see,

the solution of this problem needs least governmental inter-

ference. This problem should certainly be solved before all

others; for, as long as there are unemployed resources, it is

possible to produce a larger real income and so to improve

everyone’s standards without causing any one to be worse off.

The solution of this problem—unlike the problem of re-

distributing income—requires no change of heart and offends

no vested interests
;
it requires simply a clearer understanding,

and if the argument of Chapter VIII of Part V is correct, its

solution should strengthen the economic foundations ofworld

peace. The problem of Part IV, with the exception of the

question of the best balance between work and leisure dis-

cussed on pp. 259 to 262, is the most far removed from

‘practical politics’; for it involves controlling the size of the

population.

Opinions are likely to differ as to whether the problem of

Part II or that of Part III should take precedence in any

practical economic programme. On the one hand, the re-

distribution ofincome involves in its clearest form the problem

of ‘vested interests’, since it is impossible to redistribute

income without making some persons worse off than before

;

whereas the solution of the problems raised in Part II will

increase the total national income available for distribution,

and is therefore theoretically compatible with a rise in every

one’s standards. On the other hand, as we shall argue in

Chapter IV of Part III, income can be safely redistributed

by a simple extension of the existing taxingfunction of govern-

ment; whereas the problem of Part II cannot be successfully
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met without a large measure of government control over

industry.

It is not suggested that a definite order of preference can

be laid down in any practical economic policy for the solution

of the different problems discussed in this book. Different

readers will lay the emphasis on different problems
;
and—as

we shall show more than once in the course of this book

—

there are many reforms which will aid the solution of more
than one problem at the same time. But no sound economic

policy can tackle every problem at once; and it is, I think,

at least certain that the problem of unemployment should

immediately receive the greatest emphasis. Beyond this,

these introductory remarks may enable the reader to preserve

a better balance in his judgement as he moves through the

details of the following pages.





PART I

UNEMPLOYMENT
I

CAN THE ECONOMIC SYSTEM WORK?

The problem to be discussed in this first Part is the

existence of unused economic resources, while members
of the community still have unsatisfied needs

;
in other words,

we shall attempt to solve the problem of ‘poverty in the midst
of potential plenty’. Up to Part V we shall assume that this

country forms an economic world of its own, cut off from
every outside contact. In real economic life it would be
madness for an economic policy to be devised to cure un-
employment at home, unless it were closely related to the

policy adopted in the regulation of international economic
relations. But it is impossible to discuss every problem at the

same time, however much in the real world the solution of

any one affects the solution of every other economic problem;
and in Part V it will be shown that a suitable international

economic policy can be adopted to fit in with the internal

policies suggested in this Part.

The problem which we shall discuss in this Part is some-
thing more restricted than the complete problem of unem-
ployment. Even in the best organized society there will be

some unemployment, because some industries or firms will

be expanding and others will be contracting. It takes time for

men to learn new jobs, to move to new districts, or to hear of

existing vacancies when they have lost a job
;
and for this

reason some people are out of work at any given moment of

time. Something more will be said of this problem in Part II,

Chapter VIL But the unemployment problem is of a much
more serious nature than this. The demand for labour at

times falls off in practically every occupation so that people

are unemployed not because they are moving to another job,

but because there is no demand for labour in any occupation.

4284 B
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It is the cause and cure of this type of unemployment which

is the subject of this Part.

We can start by dismissing the theory that there is some

fundamental flaw in the existing monetary or pricing system.

It is perfectly true—and must never be forgotten until the

problem is solved—^that modem communities are not at the

present time successfully ensuring that their unemployed

resources shall be set to work to make those thin^ which are

still needed. But the problem of unemployment is capable of

solution without any revolutionary change in our economic

system.

The question comes down to this: is it possible, without

introducing socialism or a complete change in our monetary

system, to distribute among consumers enough money to

buy at prices covering their cost of production all the goods

and services which we would be able to produce if our

resources were fully utilized ? It is sometimes held that the

pvisting economic system can never distribute purchasing

power sufiicient to cover the costs of the output which is

produced for sale; but this view is fallacious. Let us take

an illustration. The cost of producing consumption goods*

can be reduced to

—

(i) the wages of labour employed in their production;

(ii) the interest to be paid on the capital borrowed by the

manufacturers

;

(iii) the rent or royalties which the manufacturer must

pay to the owners of the land or other property used

in the production of consumption goods

;

(iv) the cost to the manufacturers ofpurchasingfrom other

manufacturers or farmers the raw materials necessary

to make the finished commodities

;

^ By consumption goods we mean commodities, such as boots, clothes,

food, &c., which are sold directly to consumers for the immediate satis-

faction of human needs
;
and by capital goods we shall mean commodities,

such as machines, bricks, raw materials, &c., which cannot directly satisfy

human needs, but which are used to aid in the production of consumption
goods.
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(v) a payment which must be allowed for repairing and
replacing the machinery and plant which wears out

during the process of production of the commodities

;

and
(vi) a profit to the manufacturers sufficient to induce

them to carry on with their production.

It is easier to discuss this matter by taking a simple numerical

example. Let us suppose that each of these six items of cost

is £100 a year; then in order to sell the annual output of

consumption goods at prices which cover their cost of pro-

duction the manufacturers must receive a total amount of

£600 for the sale of their output. In order to produce this

output costing £600 they pay £100 to labour during the

year, 3^100 as interest on capital, ^100 as rent of land, £100
for raw materials, £100 for the upkeep of their plant, and

£100 they regard as income sufficient to repay them for the

trouble they have taken. The first three items of cost,

namely the ^^300 paid out in wages, interest, and rent during

the year, are clearly available to be spent in this year by the

public on the purchase of ;£3oo’s worth of the product. But
what of the other £200 ? Are the payments for raw materials,

for upkeep of plant, and for a profit for the manufacturers

of consumption goods, available to be spent on this year’s

output ?

There is no inherent reason why they should not be so

available. The £200 spent on raw materials and on the

repair and upkeep of machinery have been received by the

manufacturers of raw materials or of machinery. They in turn

will have paid part of the £200 as wages to labour, part as

interest on the capital, and part as rent for the land which they

are using to produce raw materials and machines
;
part of the

£200 the manufacturers of raw materials will have kept as

the necessary profit for themselves. All these sums have

therefore been distributed by manufacturers of raw materials

and machines in the form of wages, interest, rent, or profit

and are available to be spent on consumption goods. If,
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however, the manufacturers of raw materials and machines

have themselves to spend something—e,g. —on raw

materials and machines for the upkeep of their plant, they

will have distributed in wages, interest, rent, and profit only

£igo out of the £200 that they received. But in this case

some other manufacturers of raw materials and machines

will have received £10 from those who are producing raw

materials and machines for the manufacturers ofconsumption

goods, and this second set of manufacturers will in turn have

received £iOy which they in turn will have distributed. If

this second set of manufacturers has some raw material cost

to meet out of the ^^^lo received for the sale of their product,

then they in turn will have spent this on the product of a

third set of manufacturers. Thus in the end the whole sum
will have been distributed in wages, interest, rent, or profit,

all available to be spent on consumption goods.

The first five elements in the cost of producing consump-

tion goods—^i.e. the £500 paid by the manufacturers of

consumption goods in the course of the year in wages,

interest, rent, cost of raw materials, and cost of upkeep of

machinery and plant—^have all therefore directly or indirectly

been distributed to consumers as income available for ex-

penditure on consumption goods. It is sometimes objected

that, although this is true, yet the whole of this income
cannot be available in the hands of consumers to purchase

this year’s output of consumption goods. For, it is argued,

only part of this income will have been distributed to con-

sumers this year so as to form an income with which
this year’s output of consumption goods can be bought;
the remaining part of this income will have been distributed

to consumers last year and will already have been spent

on last year’s output of consumption goods. The £300
paid out this year by the manufacturers of consumption
goods directly in wages, interest, and rent will be available

as the income of consumers to be spent on this year’s output.

But the £200 spent this year on raw materials and the

replacement of machinery will be spent on the purchase of
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raw materials and machines which were made last year
;
and

the wages, interest, and rent which were paid for the manu-
facture of these raw materials and machines will have been
distributed last year as income and therefore will already

have been spent on last year’s output of consumption goods.

Thus, the argument concludes, of the 3^500 of cost, with

which we are at the moment concerned, only that part—in our

example ^£300—^which is directly distributed as wages, rent,

and interest will be available this year to buy this year’s

output of consumption goods: that part—in our example

£200—^which is spent on raw materials and the replacement

of machines will already have been distributed and spent on
consumption goods. Therefore the amount distributed in

income this year to buy this year’s output is necessarily less

than the cost of producing this year’s output, with the result

that unemployment is bound to ensue.^

We may admit that this year :£300 is distributed directly by
the manufacturers of consumption goods in wages, interest,

and rent, and that £;200 is spent on raw materials and
machines which were produced last year. We may admit

also that the income from the production of these raw
materials and machines was distributed and spent last year.

But it is false to conclude that only ;£300 can be available this

year to purchase this year’s output of consumption goods.

For next year an output of consumption goods will be pro-

duced, and the manufacturers of consumption goods will

have to purchase raw materials and to repair and replace

their machinery next year to produce next year’s output.

Moreover, the producers of raw materials and machines will

realize this and will produce raw materials and machines this

year in order to sell them next year to the manufacturers of

consumption goods. If the producers of raw materials and

machines expect to receive from the manufacturers of con-

sumption goods as much next year as was received this year,

no trouble need arise. The manufacturers of raw materials

^ This, as I understand it, is the essential point in the analysis of Major
C. H. Douglas.
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and machines will be distributing £200 in wages, interest,

and rent to produce raw materials and machines to be sold

next year to the manufacturers of consumption goods, and

this £200 is available as income this year for expenditure on

this year’s output of consumption goods. Thus
available as income for expenditure on this year’s output of

consumption goods.

We have found no inherent flaw in the economic system

as far as the first five elements of cost enumerated on pp. 2 and

3 are concerned. All these costs may at least be balanced by

an equal income available to be spent on the finished product.

But we have supposed that the consumption goods cost £600
to produce; and so far we have allowed for a distribution of

only £500 purchasing power to consumers to buy these

goods. The remaining element of cost is the manufacturers’

profit. The actual amount of profit is a residual item de-

pending upon the difference between the manufacturers’

receipts and their other costs. In our example the manu-
facturers must receive a profit of £100 if they are to carry on
production at the existing level . Will theyreceive this necessary

profit of ;£ioo ? There is no inherent reason why they should

not. If the manufacturers themselves spend £100 on con-

sumption goods, the total amount spent on consumption goods
will be £600 and this will just cover the cost of producingthem,

including £100 profit for the manufacturers. On the other

hand there is no inherent reason why the manufacturers

should not be receiving more or less than £100 , If they are

themselves spending £150 on consumption goods, the total

amount spent on consumption goods will be ;^65o; and if

£650 are spent on consumption goods, manufacturers will

in fact be receiving a profit of 3^150. If, on the other hand,

manufacturers are spending only 3^50 on consumption goods,

only £550 in all will be spent on consumption goods, so that

they will in fact be receiving a profit of only £50 .

We may conclude that it is quite possible for the economic
system to distribute sufficient purchasing power, but that at

any one time it may be distributing more or less purchasing
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power than is necessary to buy up the output of finished

goods at their cost—^the cost including that profit to manu-
facturers without which they will not continue their pro-

duction. In the former case manufacturers will be making
profits larger than is necessary to induce them to carry on the

existing production, and in the latter case they will be re-

ceiving less than is necessary. In the former case they will

have some incentive to plan for a larger production and they

will attempt to employ more labour and to hire more capital

for this purpose, so that output will be increased and more
resources will be employed. In the latter case manufacturers

will be induced to restrict the scale of their production since

they are not receiving enough to induce them to continue

at the present scale, and they will throw more labour and
capital out of employment. If they are just covering their

costs and just receiving a sufficient profit to induce them to

continue at the present scale they will make no attempt to

produce more or less.

We have still to decide what it is that determines whether
the distribution of purchasing power is sufficient or not to

cover the production, since we have only shown so far that

sufficient purchasing power may be distributed. In order to

develop this part of our discussion it is convenient to examine
the argument of those who hold that, if any persons save

part of their income, it is bound to be impossible to sell the

whole of the output of consumption goods at their costs
;
for,

it is argued, if people spend on consumption goods less than

the whole of their income, i.e. less than the total cost of pro-

ducing consumption goods, the price of consumption goods

must fall below their cost of production.

Let us expound this argument by continuing the numerical

example used above. Let us suppose that an amount of

consumption goods is produced in a particular year, the total

costs of which are £600, and that ^£600 is distributed directly

or indirectly in wages, rents, interests, and profit, and is

available to be spent on these consumption goods. The argu-

ment which we have to consider is that, if those receiving
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this income of 5(600 decide to spend only part of it—say

^400—on consumption goods, and to save the remaining

£200, then only 3(400 will be spent on goods which cost £600
to produce. In these circumstances it would appear that the

total amount spent on consumption goods cannot cover the

cost of producing them, even though sufficient purchasing

power is being distributed as income to cover their costs.

But there is still no reason why the economic system should

not be made to function successfully. For if people are saving

3(200 of their incomes, it should be possible for manufac-

turers who control industrial concerns to borrow the £200
to spend on capital goods in order to develop their concerns.

If this is being done, then there is no reasonwhy consumption

goods should be sold at prices below their cost of production.

For, if 3(200 is borrowed this year and spent by manufacturers
on additional capital goods^ to develop their capital equip-

ment, those persons who manufacture these additional capital

goods will 'receive £200 in the course of the year as wages,

rent, interest, or profit, and they can spend this sum on

consumption goods. Again we must conclude that there is no
inherent reason why expenditure on consumption goods

should fall below the total cost of producing them, even if

consumers save part of their income. The system will

work so long as sufficient is borrowed for expenditure on
additional capital goods.

If the foregoing argument is correctwe have shown that the

present economic system may distribute sufficient purchasing

power to cover the total cost ofproducing consumption goods,
even if people save part of their income. But we have not

attempted to prove that it must always do so
;
indeed, in face

of the recent depression such a contention would be nonsense.
It is quite possible that consumption goods costing £600 are

^ By the annual expenditure on additional capital goods is meant that
part of the annual amount spent in purchasing machines, factories, raw
materials, &c., which is not required simply to replace and maintain the
machines, factories, raw materials, &c. which are worn out in the course
of the year’s production. In other words, it means the amount spent in the
year on increasing the community’s stock of capital goods.
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produced this year and that the manufacturers of these goods
are receiving only ^£500 for their sale. Then the total amount
distributed directly or indirectly in income in respect of the

production of these goods will only be £500. There is no-

thing impossible or, indeed, improbable in such a situation

in which the producers of consumption goods will not be
covering their total costs .

The argument and example of the last pages help to show
how it can be ensured that sufficient is spent on consump-
tion goods to cover the total costs of their production. The
producers of consumption goods may themselves spend on
consumption goods less than is sufficient to cover their costs.

But this deficiency of expenditure can be made up, if a

suiEcient amount is borrowed and spent on additional capital

goods. For if the producers ofcapital goods have large enough
incomes, their expenditure on consumption goods will make
good the deficiency. Thus suppose that there is an output

of consumption goods costing £600 and that the producers

of these goods, because they wish to save part of their income,

will only spend £400 themselves on the purchase of con-

sumption goods. Then, in order that £600 in all should be
spent on consumption goods, a further £zoo must be spent

on them by other people. In other words, the producers of

additional capital goods must be receiving a sufficient income
to cause them to spend £200 on consumption goods. If the

producers of additional capital goods wish themselves to save

one-third of their income and to spend onlytwo-thirds of it on
consumption goods, then in order that £200 should be spent

by them on consumption goods they must be receiving ;£300

forthesaleof additional capital goods. If,insteadof 3^300, only

£270 were being spent on additional capital goods, then the

producers of additional capital goods would be receiving only

£270, of which they would be saving one-third or £go and

spending two-thirds or 5^180 on consumption goods. In this

case the total expenditure on consumption goods, costing

£600 to produce, would only be £580^ of which ,£400 repre-

sents expenditure by the producers of consumption goods



10 CAN THE ECONOMIC SYSTEM WORK?
and 3^180 expenditure by the producers of additional capital

goods.

This analysis enables us to conclude that there are only

two fundamental ways in which the total expenditure on con-

sumption goods can be made to increase: either more must
be spent on additional capital goods; or else, without any

diminution in the amount spent on additional capital goods

and so without any diminutionin the incomes of theproducers

of these goods, income receivers must spend a larger pro-

portion of their income on consumption goods. Let us take as

an illustration the numerical example which we have already

given. Suppose that consumption goods costing ;£6oo are

being produced, and that are being spent on additional

capital goods, and suppose further that the producers of

consumption goods are spending ;£4oo and the producers of

additional capital goods are spending ;£i8o on consumption

goods. Then the total expenditure on consumption goods is

^580. There are two ways in which this expenditure on con-

sumption goods may be increased by £20. In the first place,

if expenditure on additional capital goods and so the incomes

of the producers of these goods could be increased to ^£300,

they would spend ^zoo instead of 3^^180 on consumption
goods (if they continued to spend two-thirds of their income).

Secondly, suppose that the amount spent on additional capital

goods remained unchanged at 3^270 ; if now the producers of

consumption goods spend 3^410 instead of £4.00 of their

income on consumption goods and if the producers of addi-

tional capital goods spend £igo instead of £iSq on consump-
tion goods, then the total expenditure on consumption goods
would be increased from 3^580 to £600 and this would be

sufficient to cover the cost of producing these goods.

In order that the problem of unemployment may be solved

it is necessary that the total amount spent on the community's
output of consumption goods or of additional capital goods
should be great enough to induce the manufacturers of

these goods to extend their output until they have absorbed
the unemployed resources of the community. If, therefore,
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there is unemployment, it is necessary to do one of three

things.

(a) More money must be spent on additional capital goods.

This will directly increase the money demand for additional

capital goods, will raise their price in relation to their cost of

production, and will induce the manufacturers of these goods
to employ more men to increase their output. But as we
have just shown it will do more than this. It will increase the

total incomes of those producing these goods, and if it is not

accompanied by a rise in the proportion of income saved it

will also cause expenditure on consumption goods to rise.

This in turn will raise the price of consumption goods in

relation to their costs and will induce the manufacturers of

consumption goods also to employ more men to increase

their output. Chapters II to V of this Part are devoted to a

discussion of the ways in which expenditure on additional

capital goods can be increased.

(b) People must be induced to spend a larger amount on
consumption goods without there being any corresponding

reduction in the amount spent on additional capital goods.

Measures designed to bring this about are discussed in

Chapter VI of this Part.

(c) It is equally clear that a reduction in the cost of pro-

duction per unit of output of consumption goods or of addi-

tional capital goods will increase the profit of manufacturers

and induce them to employ more men to increase their out-

put, provided that such a reduction in costs of production is

not accompanied by a similar reduction in the total amount
spent on consumption goods and on additional capital goods.

The possibility of measures of this kind is discussed in

Chapter VII of this Part.



II

THE RATE OF INTEREST AND EXPENDITURE ON
ADDITIONAL CAPITAL GOODS

WE concluded in the last chapter that an increase in

the amount spent on additional capital goods would

indirectly increase the demand for consumption goods. In

this chapter it will be shown that a fall in the rate of interest

will increase the total amount spent on additional capital

goods, so that if it is possible to lower the rate of interest it

will be possible thereby to increase the demand for every

type of commodity. Expenditure on capital development

may be divided into three groups. In the first place, manu-

facturers may spend money on new machinery or plant to

extend their existing equipment or to set up a new firm.

Secondly, the state, local authorities, or other public bodies

may spend money on the development of the capital equip-

ment necessary for the provision of such communal services

as prisons, hospitals, schools, or roads. Thirdly, individuals

may spend money on new capital goods, such as houses,

which will serve their needs directly in the future.

Let us suppose that a manufacturer has to decide whether

it is profitable for him to borrow money in order to put in a

new machine to develop his business. He will have to consider

two things before coming to a decision:

(i) what difference it would make to the profitability of his

business if he had the new machine, and

(ii) at what rate of interest he can borrow the money to

instal the new machine.

(i) If he had the new machine he could produce more, and

could therefore expect to receive a larger amount of money
for his sales. Let us suppose that if he had the new machine

he could so increase his output that he would receive 3^50

more each year for the sale of his product. At the same time

he will have to spend more on raw materials, on wages, and on
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repair and depreciation of the new machine each year.

Suppose that these additional costs will amount to £4.^ a

year. Then he will make a net additional profit of a year.

If the machine costs ;£ioo to purchase and instal, he will make
a rate of profit on the cost of the machine of 5 per cent, per

annum.
(ii) On the other hand, he will have either to borrow the

money to buy the machine or else buy it with his own money,
which he could otherwise have lent at a certain rate of interest.

If the rate of interest atwhich money can be borrowed and lent

is 6 per cent, per annum it will clearly be unprofitable for him
to instal the machine. But if the rate of interest is 4 per cent,

per annum, it will pay him to instal the machine, since he can

make a profit of 5 per cent, per annum on ;£ioo borrowed at

4 per cent, per annum. We now come to a conclusion of

fundamental importance: Afall in the rate of interest at which

money can be borrowed^ or a rise in the rate of profit which

can be expected on any capital development^ will cause an
increase in the amount of additional machinery andplant which

a manufacturer willfind it profitable to instal.

In any firm there are probably at any one time a num-
ber of different ways in which it would be possible for the

manufacturer to extend his plant. Some extensions may
be reckoned to earn a high rate of profit; others may be
reckoned to earn a slightly lower rate of profit, and so on.

For this reason, as the rate of interest falls, more extensions

will become profitable and more money will be spent on
capital development. And in this connexion it is important

to realize that a business, even if it is doing so badly that it

is not employing all the capital equipment which it already

possesses, may find it profitable to invest in new capital

equipment if the rate of interest is sufficiently low. Such a

business will not, of course, find it profitable to invest in

machinery of the kind which it already possesses
;
but with a

low rate of interest it may find it profitable to invest in machi-

nery of an entirely new type. For instance, in a depressed coal

mine much equipment may be lying idle, but it may be
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possible to invest in mechanical coal-cutters which the mine

does not already possess. If the owners of the mine expect

to make 3 per cent, on an investment in this type ofmachinery

it will pay them to do so as soon as the rate of interest falls

below 3 per cent, even though it may not pay them to use

fully the other types of equipment which they already possess.

A similar argument will apply when considering whether

to set up a new company or a new firm. The promoters of a

new company must first compare the rate of profit to be

expected upon the new company’s capital with the rate of

interest at which money can be lent or borrowed; and as the

rate of interest falls there will be a larger and larger number of

industries in which it becomes profitable to spend money on

new capital goods for the formation of new business units.

The second type of expenditure on capital goods is also

dependent upon the rate of interest. In the modern world

public authorities must necessarily undertake a large amount

of expenditure on capital development which cannot be left

to private enterprise. Roads, schools, prisons, battleships,

street-lighting, drainage, and water supply are instances of

such expenditure. In some cases it is impossible to assess

the rate of profit which the authority concerned can make on
the investment. It is, for example, not easy to say what rate

of profit the state expects on the erection of a new prison or

lunatic asylum. In other cases for purposes of social policy

the actual rate of profit which could be earned on the invest-

ment is deliberately neglected, although it is capable of being

reckoned. A new school, if it were run simply as a profit-

making institution, would earn a definite rate of profit, but,

for reasons at the moment irrelevant, this consideration is

not taken into account. Nevertheless, the amount which
public authorities spend on such capital development is very

largely affected by the rate of interest at which money can be
borrowed; for a fall in the rate of interest will reduce the

future burden on the rates, which is necessary to meet the

interest on the money borrowed for any particular scheme of

development.
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As an example of the third type of expenditure on capital

development, namely expenditure on capital goods which
provide direct services to individuals, we may take expendi-

ture on private houses. Here again the rate of interest will

be very important in deciding the amount of expenditure

undertaken, whether the building of the house is undertaken

by a public authority, by a speculative builder, or by the

individual householder himself. Suppose that it costs j^ioo

to build a one-room house, ^200 to build a two-room house,

5^300 to build a three-room house, and so on. (It is not

pretended that these figures are realistic; they are chosen

merely to provide a simple illustration of the principle

involved.) If an individual can borrow money from a

building society at 10 per cent, per annum or if he himself

can lend money at 10 per cent., then each room will cost him
j£io a year in interest, since he must borrow £100 at 10 per

cent, or refrain from lending £100 at 10 per cent, for each

room in his new house. If, however, the rate of interest

is only 5 per cent., then he must pay in interest to the building

society or give up in interest on his savings only a year

for each room. Thus the lower the rate of interest the greater

will be the number of people who can afford to build them-
selves houses and the larger will be the size of the houses

which are built.

The effect is the same if the house is built by a public

authority or by a speculative builder. If the public authority

or the speculative builder decides to build a three-room house

costing £300 they must either borrow the 3(^300 or refrain

from lending to others £300 which they have saved. If the

rate of interest is 10 per cent, then the building of the house

costs them ^^30 a year in interest, and in order that they shall

find it worth while to build the house they must let it at a

rent which will cover this ^30 in annual interest. But if the

rate of interest were only 5 per cent,, then it would be worth

their while to build the house costing 3^300 so long as they

could let it at a rent which covered ;£i5 a year in interest.

Thus the lower the rate of interest, the lower will be the rents
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at which new houses can profitably be let. But the lower the

rents of houses, the more houses people will wish to hire and

the larger will be the houses which they can afford, so that a

fall in the rate of interest is bound to increase the total

amount spent on house construction. This argument is not,

of course, seriously modified if the state or public authorities

subsidize the cost of houses. For if a given subsidy is paid,

it will cover part of the cost and so part of the rent of the

house. But it still remains true that, the lower the rate of

interest, the lower will be the rent at which the subsidized

house can be let to cover that part of the cost of its construc-

tion which is not already met by the subsidy.

We have thus shown that a fall in the rate of interest will

increase expenditure on capital development of every kind.

But the effect of changes in the rate of interest on the total

expenditure on goods is cumulative, so that this form of

control is more effective than is apparent at first sight. If

there is a reduction in the rate of interest at which money
can be borrowed, then more money will be spent on capital

development. But this will not only increase the demand for

additional capital goods but will also increase the incomes of

the producers of these goods. These producers may save

part of their increased incomes, but part they will spend on
consumption goods. But this is not the end of the story.

The producers of consumption goods will be receiving greater

incomes
;
and, though they may save part of their increased

incomes, they will in turn spend part of the increase in their

incomes on consumption goods. Thus a secondary increase in

the demand for consumption goods will take place, which will

again increase the incomes of those producing consumption
goods, part of which may be spent on consumption goods,

causing a tertiary increase in the demand for such goods.

In this way the demand for consumption goods will increase

cumulatively by a series of ever-diminishing increases in

demand, leading to increased incomes and increased ex-

penditure. Such increases in expenditure on consumption
goods will have a further effect upon the demand for addi-
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tional capital goods
;
for the increased expenditure on con-

sumption goods will raise the price at which such goods can
be sold and so will raise the profit which can be made on the

use of capital for the production of consumption goods. The
result of this will be a further increase in the amount which
it is profitable for the producers of consumption goods to

spend on capital development, and the circle of increasing

expenditure and profits will be started again.

These cumulative effects make the rate of interest a very
important instrument in controlling the total demand for

commodities. However complex these reactions may be,

one important conclusion can be drawn from our analysis

;

a fall in the rate of interest will always tend to increase the

demand for capital goods and consumption goods. If, there-

fore, the rate of interest can be lowered whenever there is

unemployment, we shall have found one effective way in

which total expenditure on capital development and on
consumption goods can be adjusted to maintain full employ-
ment. In the next chapter we show that the rate of interest

can be lowered by appropriate banking policy.
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THE FUNCTION OF THE BANKS

WE may best show how the banks can control the rate of

interest by discussing the English banking system.

Other banking systems differ from the English system

in their conventions and legal restrictions, but the essential

features are much the same everywhere.

We shall see later that it is through their control of the

amount of money that the banks control the rate of interest,

and it is necessary, therefore, to see how the English banking

system can control the amount of money in existence. This

we can do by examining the balance-sheet of a bank. A
bank's balance-sheet, like the balance-sheet of any other con-

cern, is bound to balance; that is to say, it is drawn up in

such a way that the items on the assets side of the account

are exactly equal to the items on the liabilities side. The
liabilities of an ordinary joint-stock bank, such as the Midland

Bank, are composed of

—

(i) Capital. This is the money which has been borrowed

for the formation of the bank and which the bank

therefore owes to the subscribers.

(ii) Surplus. This is the profit made by the bank but not
yet distributed in dividends to the owners of the

bank's capital. This item again is a liability, because

the bank owes this money to the owners of the bank's

capital. It is this item which must be adjusted to make
the bank's balance-sheet balance. If an asset of the

bank—e.g. a loan which the bank has made and which
is therefore owed to the bank—disappears because

the bank’s debtor goes bankrupt, then the bank will

lose so much money, and the bank's surplus will be

written down on the liabilities side of the account

when the assets of the bank are written down by the

loss of this loan.
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(iii) Deposit Liabilities. This is money which members
of the public have deposited with the bank and which
the bank therefore owes to the public. This third

item in the liabilities of the bank is much the most
important both in size and also in its effect upon the

economic system.

The assets of the bank can be divided into two main heads,

which require a number of subdivisions.

(i) Cash. The bank will hold a certain amount of cash in

order to meet the requirements of any of its depositors

who wish to change the money they have deposited

with it into cash. The bank counts as cash not only

the notes and coin in its tills, but also its deposits

with the Bank of England, since it can cash these

deposits at a moment's notice. An ordinaryjoint-stock

bank in this country holds an amount of cash equal to

approximately 10 per cent, of its deposit liabilities to

its customers, because practice has shown that if this

sum is held in cash the bank will always be able to

cash any amount of its deposit liabilities that may be

required at any one moment and still have a large

margin of safety—although if everybody wished to

cash all their deposits at the same time, the bankwould

be in a position to meet only one tenth of its liability.

(ii) Loans. The rest of the money lent to the bank—^i.e.

that amount of its capital, its surplus, and its deposit

liabilities which it does not keep at hand in cash—^the

bank will lend to others to earn interest. These loans

may take many forms. Some may be made for very

short periods to other financial institutions. Some will

be lent to the government by the purchase of govern-

ment securities; these may take the form either of

Treasury Bills, which are promises made by the

government to pay a certain sum of money in a few

months' time, or of long-term government securities

such as ^Consols’ or ‘Conversion Loan', which are
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promises to pay a certain amount of interest every

year, together with the promise in some cases to pay

back the sum borrowed after a definite term of years.

Other loans by the bank may take the form of bills

‘discounted for’ or bought from traders, these being

promises on the part of some traders to pay certain

sums in a few months’ time. Finally the bank will

have ‘advanced’ certain sums to producers, these sums
being direct loans at a certain rate of interest to enable

the producers to carry on their business.

What has been said is true not only of one joint-stock bank
but of all banks. We may therefore draw up a combined
balance-sheet of all the ordinary commercial banks, of which
in England the ‘Big Five’—Lloyds, the Midland, Barclays,

the Westminster, and the National Provincial—are the most
important. Such a combined balance-sheet is shown in

round figures in Table I. It will be observed that the banks

are represented as keeping lo per cent, of their deposit

liabilities to customers covered with assets in the form of

cash.

Table I

A Combined Balance-Sheet of the Joint-Stock Banks

Liabilities

(£ millions)

(a) Capital • • • 75
(b) Surplus . . . 25
(c) Deposits . . . 2,000

Assets

(£ millions)

(d) Cash
(i) Notes and Com . 100
(11) Balance withBank

of England 100
(e) Short-term loans to

other financial insti-

tutions . 100

(/) Discounted bills 400
(g) Investments 400
(h) Advances to industry . 1,000

£2,100 £2,100

To complete our picture of the banking system it is neces-
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sary to discuss the Bank of England. The Bank of England

has to regulate the issue of bank-notes, which form the main
part of the cash used by the country in its transactions

;
it is

the government’s banker in the sense that the government

keeps its deposit account with the Bank of England; and,

finally, as we have already seen, it holds the balances, which
the joint-stock banks have deposited with it as part of their

cash reserves, and which we have represented in [d^ ii) of

Table I as being £,100 millions. The Bank of England is

divided for the purpose of its account into two departments,

the first being the Issue Department, which is concerned

simply with the issue of notes, and the second the Banking
Department, which is concerned with the rest of its business.

By law the Bank of England is allowed to print and issue

from its Issue Department an amount of notes equal in

value to the amount of gold which it holds plus a fixed sum
of £;z6o millions. This fixed sum is called the Fiduciary

Issue, and is backed by government securities. Thus if the

Bank of England holds £i()o millions of gold, it may issue

notes equal to ^£190 millions plus ^z(>o millions, or ^£450
millions in all. On the assets side in the Issue Department
the bank will show £1^0 millions in gold and ^£260 millions

in securities, which together will cover the ^£450 millions

notes issued, which sum will appear on the liabilities side in

the Issue Department. But not all of these notes will be hn
circulation’, i.e. in the hands of the public or of other banks

;

if £400 millions of notes are in circulation, £50 millions will

remain in the hands of the Bank of England, issued from
the Issue Department but not yet circulating in the hands of

the public. These £50 millions notes being a liability of the

Issue Department, will be paid into the Banking Department,

where they will be held as a cash asset, with which the Bank
can cash its deposit liabilities to the government or to the

other banks. The other assets of the Banking Department

will be made up of Discounted Bills and Securities. On the

liability side in the Banking Department will appear the

Bank’s Capital, its Surplus or undistributed profits, and
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finally its Deposit Liabilities, whether these be to the govern-

ment, the commercial banks, or to others. The Bank of

England’s balance-sheet is illustrated in Table 11.

Table II

A Balance-Sheet of the Bank of England

ISSUE DEPARTMENT

Liabilities Assets

(£ millions) (£ millions)

(a) Notes issued

:

(e) Gold 190
(i) in circulation 400 (/) Securities held against

(li) held in the Banking Fiduciary Issue 260
Department 50

£450 £450

BANKING DEPARTMENT

(b) Capital 15 (g) Notes issued but not in

(c) Surplus 5 circulation 50
(d) Deposit Liabilities (b) Discounted bills 10

(i) to the government 30 (i) Securities . 120
(ii) to the banks 100

(iii) to others 30

£180 £180

We are now in a position to see how the Bank of England
can control the amount of money in existence. If it wishes to

increase the amount of money, it will purchase securities

from the public on the stock exchange. Let us suppose that

the Bank buys million worth of securities on the stock

exchange
;
it will pay for these by creating a deposit on which

the seller of the securities can draw for payment. Thus the

value of the securities held by the Bank of England on the

assets side of the Banking Department will go up by
million, and at the same time its deposit liabilities will go up
by a similar amount; items (d, iii) and (z) in Table II will

both go up by £ I million. But those who have sold the
securities will in all probability bank with the joint-stock

banks, and in this case they will pay by cheque the deposit,
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which they now hold in the Bank of England, into their

accounts with the joint-stock banks. The effect of this pay-

ment is to increase the deposit liabilities of the joint-stock

banks by ;£i million, since those who have sold the securities

in the first place have deposited this sum with the joint-stock

banks ;
at the same time the deposits of the joint-stpck banks

with the Bank of England go up by the same amount, since

the 3^1 million deposit with the Bank of England has been
paid to the joint-stock banks. The effect of this payment on
the Bank of England’s account is therefore simply to decrease

the Bank’s deposit liability to the public (item (i, iii) of

Table II) by £1 million so that it falls to its previous figure,

while the Bank’s deposit liability to the joint-stock banks

(item (i, ii) of Table II) rises by 3^1 million. The effect on
the joint-stock banks’ account is, however, more important.

The deposit liabilities of the joint-stock banks to the public

will have risen hj £1 million and their cash assets in the

form of deposits with the Bank of England will have risen

by a similar figure; items (c) and (d, ii) in Table I will both

have risen by 3^1 million. We saw, however, that the joint-

stock banks usually keep a proportion of 10 per cent, of their

deposits covered by cash assets; but in this new situation

they will be holding cash equal to a larger proportion of

their deposits than 10 per cent. For the proportion would
only remain 10 per cent, if their deposit liabilities rose by

ten times as much as their cash assets.

In order to reduce their reserve ratio to 10 per cent, again

the joint-stock banks will themselves attempt to lend more or

will invest their spare cash in securities. If the joint-stock

banks increase their loans or their holding of securities, both

their assets and their deposit liabilities will be increased
;
for

they will pay for the new securities—or will make the new
sums which they lend available to the borrowers—^by adding

these sums to the deposits of those who are selling securities

to them or borrowing from them. So long as people do not

wish to cash any of these new deposits but only to make
cheque payments, the joint-stock banks will not lose any of
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their extra cash assets. In these circumstances they will go

on lending more or buying more securities until the increase

in their deposit liabilities is millions, or ten times the

increase of million in their cash assets. In other words,

they must buy securities or make new advances to the sum of

millions.

It has been shown that if the Bank of England buys

million securities, the joint-stock banks will increase their

deposit liabilities by £io millions and their advances or their

holding of securities by £g millions. But this is only true

with two important provisos. In the first place the joint-

stock banks can nullify the action of the Bank of England by

allowing their reserve ratio to rise, when a purchase of securi-

ties by the Bank of England increases their cash reserves.

In this case their deposit liabilities and their own holding of

securities need not rise by the extra £g millions required to

keep their reserve ratio constant.

In the second place the public may offset the effect of the

Banlc’s action, if it cashes part of its deposits with the joint-

stock banks. If the public decide to cash million of their

deposits, the joint-stock banks must pay out million in

notes and at the same time can cancel million of their

deposit liabilities to the public; items (c) and (J, i) in Table I

will fall hy £i million. This in itself will reduce the reserve

ratio of the joint-stock banks below loper cent., and to pre-

serve this ratio they must reduce their deposit liabilities by

selling securities or demanding the repayment of loans worth

£g millions. The Bank of England cannot prevent people

from cashing their deposits with the joint-stock banks, but

it has the technical power to offset any action of this kind by

the public. For so long as there are no limits to the amount

of securities which the Bank of England can purchase, it can

increase the cash reserves of the joint-stock banks by more

than the amount of cash withdrawn by the public.

But a limit may be set to the amount of securities which

the Bank of England can purchase, if the amount of notes

which it can issue is legally restricted. For suppose that the
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public cash part of their deposits with the joint-stock banks
and that the Bank of England offsets this by purchasing

securities. When the joint-stock banks pay out cash to their

depositors, their holding of notes (item {d, i) in Table I) will

fall; and when the Bank of England purchases securities, the

balances of the joint-stock banks with the Bank of England
(item {d^ ii) in Table I) will rise. But the joint-stock b^anks

will wish to hold a certain amount of their cash in the form of

notes, and when their holding of notes falls and their balances

with the Bank of England rise, they will probably cash part of

these balances. This will cause the Bank of England’s

deposit liability to the joint-stock banks ((^, ii) in Table II)

to fall, and will reduce by the same amount the notes held by
the Bank of England as an asset in its Banking Department
(item {g) in Table II). But as the Bank of England is legally

allowed to print only an amount of notes equal to ^2(^0

millions plus the amount of gold held by the Bank, and as

the issue of notes from the Issue Department is always the

maximum legal issue, the Bank cannot put more notes into

circulation than it holds in the Banking Department. If,

therefore, the public draws notes from the joint-stock banks,

which in turn draw notes from the Bank of England, the

Bank of England cannot allow this to go beyond a certain

point. In consequence the Bank of England may be unable

to increase the amount of money by buying new securities

in a situation which really requires an increase in the amount
of money, simply because it knows that if it did so the public

would want to hold more notes and that it could not provide

extra notes without exceeding the maximum legal issue.

We may conclude that if the Bank of England is to have

full power to control the amount of money in all circum-

stances, it must be assured of two things. In the first place,

it should be certain that the joint-stock banks will not con-

siderably increase or decrease their cash reserve ratio
;
other-

wise a purchase or sale of securities by the Bank of England

may be offset by an increase or decrease in the reserve ratio

of the joint-stock banks. In the second place, the Bank of
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England should be free from any legal restriction on the size

of the note issue. These two conditions could probably be

fulfilled with relatively little change in the present banking

system. In the next chapter we shall revert to the question

of the reforms which are necessary to give the Bank ofEngland

full control over the amount of money. At the moment we
shall assume that the Bank of England has full control over

the amount of money, and shall proceed to show how this

control can be exercised in order to raise or lower the rate

of interest.

We have already seen that if the Bank of England wishes to

increase the amount of money it will buy securities and that

in consequence of this the joint-stock banks will purchase

securities or extend their advances to industry to prevent

their cash reserve ratio from rising. The purchase of

securities by the Bank of England and by the joint-stock

banks will cause the rate of interest to fall. The increased

demand for securities on the stock exchange will raise their

price. For the banks can only induce people to sell securities

by offering a higher price for them. A rise in the price of

fixed interest securities is equivalent to a fall in the rate of

interest, at which money can be lent or borrowed. This can

be best explained by means of an illustration: per cent.

Consols are a government security, which gives their owner

J a year for every block of these securities worth nominally

3^100. If the price of this security nominally worth j£ioo falls

to one could obtain an income of los. a year by
investing 3^50 in Consols; in other words the rate of interest

would be 5 per cent, per annum. If the price of these

securities rose from their nominal value of 3^100 to £200,
then one would have to pay £200 to obtain an income of

£z los, a year; or the rate of interest would have fallen to

11 per cent.

The purchase of government securities by the banks with
newly created money will, as we have shown, directly raise

the price of these securities and so lower the rate of interest

yielded by them. But such action will indirectly lower the
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rate of interest on other forms of security. Suppose that the

yield on government securities is 5 per cent, and the yield on
industrial securities is 6 per cent. If the banks now purchase

government securities with new money, and so drive up their

price, so that the yield on them falls to 4 per cent, this w^ill

indirectly raise the price of and lower the yield on industrial

securities. The people who have sold the government
securities to the banks for new money will probably not wish

to hold all this money idle in the form of deposits with the

banks, where they obtain a relatively low rate of interest.

They will seek to purchase securities with the money and
may be tempted to purchase industrial securities which still

yield 6 per cent, in place of the government securities, on
which the yield is now only 4 per cent. This purchase of

industrial securities will raise their price and so lower the

rate of interest yielded by them. Butnow the peoplewho have

sold industrial securities will be holding the new money, and
they in turn will not wish to hold it idle but will purchase

other industrial securities, the price of which has not yet

risen and the yield on which is still relatively high. Thus by
a series of repercussions the price of all securities will rise in

harmony with the price of government securities, and the

rate of interest on industrial securities, i.e. the rate of interest

at which industrialists can borrow by the issue of new secur-

ities, will fall.

The joint-stock banks can increase their deposits not only

by buying securities but also by lending more in direct

advances to industry
;
and in order to induce people to borrow

more they must offer to lend at lower rates. So that in this

case again an increase in the amount of money can only take

place if the banks lower the rate of interest, though it will be

the rate of interest on advances to industry and not on govern-

ment securities which is directly affected. A lowering of this

rate of interest will probably not cause a very considerable

increase in industrial borrowing directly from the banks.

For industrialists borrow from the banks mainly to finance

their holding of stocks of finished goods, of raw materials,
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and of goods in process of manufacture rather than for

extensions of their machinery or plant. The amount of stocks

held by industrialists is probably little affected by the rate of

interest at which they can borrow money from the banks for

this purpose^ but is mainly dependent upon the demand for

their products. The interest paid by industries on the money
which they have borrowed to purchase stocks is usually only

a small proportion of their costs of production, and a fall in

the rate of interest on such loans will have little direct effect

upon the amount which they will borrow. When, therefore,

the banks increase the amount of money, they will have to

rely in the first instance mainly on the purchase of securities.

But when this action has caused the rate of interest on long-

term industrial securities to fall, it will stimulate expendi-

ture on capital development and will increase the demand
for capital goods and for consumption goods in the way
described in the last chapter. When this happens, manufac-

turers will have an incentive to produce more and will there-

fore wish to borrow more from the banks to hold larger

stocks. Thus, indirectly, an increase in the amount of money,
brought about in the first place by a purchase of securities

by the banks, will after a time enable the banks to lend more
in direct advances to industry.

If the argument of the preceding chapters is correct the

primary object of the Bank of England in times of general

unemployment should be to purchase securities, in order to

reduce the rate of interest and so to stimulate expenditure on
capital development.^ This involves a revision of many
popular and orthodox ideas about monetary policy. Much
greater and more sudden variations in the rate of interest may
be necessary than have been usual in the past, if economic
policy is to maintain a high level of employment. A very
great deal can be done not only by the actual policy adopted

It must be remembered that in fact the policy of the Bank of England
will vitally affect economic and financial relations with other countries.
In Part V we shall conclude that even when these effects are considered
the primary object of the Bank of England’s policy should be that stated
here.
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by the Bank of England but by public explanation of the

object of this policy. The rate of interest on securities always

approximates to the rate which people expect to rule in the

future. If they expect the rate of interest on securities to be

5 per cent, in the future, it will be difficult to lower the rate

much below this figure, even if the banks purchase very

large amounts of securities
;
for as soon as the price of securi-

ties rises so that the yield on them is appreciably below 5
per cent., people will sell securities in large amounts to the

banks. They will then hold idle deposits of money in the

expectation that yields will rise and security prices fall again

in the near future, so that the securities can be bought back

again at a profit. The Bank of England can, to a large extent,

meet difficulties of this kind by making its intentions clear.

Suppose, for example, that a slump has started: the Bank
might state publicly and in unambiguous language that it was
determined to reduce yields on securities rapidly from a

5 per cent, to a 3 per cent, basis
;
that it would almost certainly

not allow yields to rise above 3 per cent, in the near future

and would reduce them still further, if such action proved

necessary to absorb labour
;
that it had the power to reduce

interest rates by increasing the supply of money; that it

would increase the supply of money, however great the

increase might have to be, in order to achieve its object
;
and

that this was practically the sole object of its present policy.

Such a declaration would cause people to adjust their ex-

pectations about interest rates much more easily, and would

greatly diminish the extent to which the banks would have

to purchase securities to lower interest rates by a certain

amount.



IV

THE CONTROL OF BANKING POLICY

WE have concluded that the banks should increase the

amount of money and lower interest rates when there

is general unemployment. In this chapter we shall discuss

the degree of control which the state must exercise over the

banks to ensure that this policy is carried out. In particular

we must decide whether it is necessary to nationalize the

Bank of England or the joint-stock banks. There are three

arguments which can be advanced in favour of the national-

ization of the banks; these arguments must be clearly dis-

tinguished, for only one of them is relevant to our present

problem.

The first argument is that it is wasteful and inefficient to

have five large separatejoint-stock banks, each with a separate

office in each locality. It is argued that if the banks were

nationalized and all the banking business in each locality

were concentrated in one establishment, the business

of banking could be carried out at a smaller cost, since a

smaller number of buildings, clerks, &c., would be needed

to carry out the same total amount of business. This argu-

ment applies to many other forms of business. It is equally

arguable that there are too many separate shops in a given

locality, or too many separate concerns producing electric

fittings for these fittings to be produced as efficiently as

possible. These arguments may be valid, but they have no

direct connexion with the adoption of a banking policy de-

signed to prevent unemployment. Such arguments will be

examined in Part II, but they are irrelevant here.

Secondly, it is argued that the banks make unduly large

profits and should therefore be owned by the state, to whom
such income should belong. This argument again may be

true, but it applies with equal force to the national ownership

of the capital invested in any profitable industry. It will be

examined in Part III, in which the distribution of income is
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discussed. The argument has no direct connexion with the

question whether the banks can be made to carry out the

policy already suggested for the prevention ofunemployment.
Thirdly, it is argued that unless the banks are nationalized

it will be impossiUe to ensure that they adopt the policy of

expansion, which is necessary to prevent unemployment.
It is this argument with which we are now concerned.

It is, of course, essential that in times of unemployment
the Bank of England should adopt the appropriate policy of

purchasing securities and of announcing to the public its

intention to reduce the rate of interest. It is probable, how-
ever, that the Bank of England would with its present con-

stitution adopt any policy upon which the government
insisted

;
and it must not be forgotten that in order to cure

unemployment by banking policy it does not matter at all

who controls or owns the Bank of England or who receives

any profit made by the Bank. All that matters is what policy

the Bank adopts in the purchase and sale of securities. If

the Bank of England will adopt the policy of the government,

there is no reason to change its constitution for our present

purpose. If, however, the Bank of England should refuse to

adopt the government’s monetary policy, then the govern-

ment must enforce its policy by taking the power to appoint

the governor and directors of the Bank. As a first essential

point we must assume that the Bank is either willing to adopt

the appropriate monetary policy or that the government is

in a position to insist upon the adoption of this policy.

We are left with the more difficult question whether the

Bank of England is itself in a position to enforce its monetary

policy. There are four possible difficulties which the Bank

of England may encounter. It may be prevented from carry-

ing out this policy

—

(a) because of its effects upon the foreign exchanges and

its gold reserves

;

(b) by the legal restrictions upon its right to issue notes

;

(c) by the action of the joint-stock banks

;



32 THE CONTROL OF BANKING POLICY

(d) by the fact that this policy would make it impossible

for the banks to cover their costs.

The first difficulty cannot be discussed here, because it is

impossible to deal with the effects of internal monetary policy

upon the rate of exchange and upon the amount of gold

exported from the Bank of England without a full discussion

of international economic problems. An attempt to meet this

point will be made in Part V of this book.

The second difficulty we have already pointed out in the

previous chapter (pp. 24 and 25) : An expansion in the amount
of money might cause the public and the joint-stock banks to

wish to hold an amount of notes greater than the maximum
legal issue, and in this case the Bank of England would be

forced either to break the law or to abandon its policy of

expansion. The Bank of England is, however, allowed by
law to issue a greater amount of notes for a certain period of

time without the sanction of Parliament, if it obtains the

permission of the Treasury. But in the modern world any

legal restriction on the power of note issue is an anachronism.

For there is now little real diflFerence between notes issued

by a bank and a bank’s deposit liabilities. Both are forms

of money held by the public, used for different types of pay-

ment, and both are liabilities of the bank. If it is the main
function of the banks to create more money when general

unemployment exists—^whether in the form of notes or of

deposits—the maintenance of special laws relating to the

note issue is pointless. The simplest solution would be to

restrict the right to issue notes to the Bank of England, but
to give it complete legal freedom in the amount issued, and
simply to ensure that it varied the amount of money in such
a way as to maintain a high level of employment. If this

were done, any cashing of their deposits by the public, which
led to a fall in the joint-stock banks’ reserves of notes, could
be offset by a purchase of securities by the Bank of England
with new notes, which would be paid into the joint-stock

banks.
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The third difficulty is that the policy of the Bank of Eng-
land may be offset by the joint-stock banks, if they vary^ the
proportion between their deposit liabilities and their cash
reserves. For, as we saw in Chapter III (p. 24), if the joint-

stock banks allow their cash reserves to increase without
appropriately increasing their deposit liabilities they can off-

set any purchase of securities by the Bank of England. It

would not be necessary to socialize the joint-stock banks, so

long as it could be ensured that they do not allow their cash

reserve ratio to vary very greatly
;
this assurance might be ob-

tained by simple agreement with these banks, since it is their

normal practice to maintain fairly constant reserve ratios
;
or

if this was not possible, the same result might be achieved by
legislation requiring the joint-stock banks to provide daily

figures of their deposits and cash reserves and by imposing
heavy taxation on any bank which allowed its reserve ratio

to exceed, say, 12 per cent, or fall below, say, 9 per cent, for

more than a certain number of consecutive days.

The final difficulty which might stand in the way of

the adoption of the proper monetary policy by the Bank
of England is the possibility that it would make the banks
unable to cover their costs. The banks are bound to incur

considerable running expenses, and can only meet these

expenses by the difference between the yield which they earn

on their assets and the interest which they pay on money
deposited with them. If interest rates are reduced to a very

low figure it might become impossible for the banks to meet
these expenses. Moreover, if the banks are properly pursuing

the policy of buying government securities during a slump,

even if their price is already high, they may be involved in

some capital loss due to these transactions. For, as we shall

argue in Chapter VIII of this Part, the banks should sell

government securities and raise interest rates, if the demand
for labour increases too much ;

and the banks may therefore be

obliged to sell at a low price, when the rate of interest is high,

government securities which they had bought at a high price.

These difficulties are to some extent illusory. For, in the

4284
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first place, if the banks purchase a large volume of securities,

the fall in their income due to low yields on securities will

be counterbalanced by the fact that they are earning this

yield on a larger number of securities; and their expenses

will certainly not increase in proportion to the increase in

their holding of securities. In the second place, when the

banks start to purchase securities in order to lower interest

rates, they may at first purchase securities at a relatively low

price; it is only during the later stages of such a policy of

monetary expansion that they will probably be obliged to

purchase securities which already stand at a high price.

And when the banks start to sell securities to prevent a boom,

they may at first sell securities at a relatively high price and

only in the later stages of a period of contraction will be

obliged to sell securities at an abnormally low price. It is

therefore by no means certain that they will, on the whole, be

involved in serious capital losses due to these transactions.

If the banks are involved in serious difficulties of this kind,

they should be encouraged by agreement among themselves

to counterbalance these losses by reducing the rate of interest

which they pay on their deposit liabilities, and even by

levying bank charges on all money deposited with them.

Such action may cause people to buy securities with their

deposits instead of keeping money deposited with the banks,

and this will help in raising the price of securities and lower-

ing interest rates. This policy can only lead to any difficulty

if it causes people to hold notes instead of deposits
;
and if

this occurs to any considerable extent the banks must lower

the charges levied on deposits. If the banks cannot meet
their expenses by these means, it would be better for the

government to subsidize their costs on approved principles

rather than to abandon the desired financial policy. Such an

eventuality is probably remote.

In short, the banking policy suggested in the previous

chapter can be carried out provided that the following condi-

tions are fulfilled. The Bank of England must be freed from
any restrictions limiting its note issue which are incom-
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patible with the required degree of monetary expansion
;
the

joint-stock banks must be prevented from varying their cash

reserve ratios very considerably; in the remote contingency

that this policy makes it impossible for the banks to cover

their costs the government should subsidize them during

such a period.

On the other hand, the nationalization of the banks w^ould

not impede the prosecution of this policy, and could, indeed,

only aid it. For if all the banks were nationalized and formed

into one state monopoly, three of the difficulties discussed

above would be capable of direct and immediate solution.

In the first place, all the money in the hands of the public

would now take the form either of deposits with the state

bank or of notes issued by the state bank
;
and the state bank

could be freed from all legal distinctions between its deposit

liabilities and its note liabilities. If this were done, the

cashing of deposits by the public would have no effect on the

total amount of money. Secondly, it would no longer be

possible for variations in the joint-stock banks’ cash reserve

ratio to affect the total amount of money. For a single state

bank could through its own purchases and sales of securities

control the total amount ofmoney directly
;
it would no longer

rely upon the indirect effects of its action upon other banks.

Thirdly, a state bank could concentrate solely on exercising

the desired control of interest rates through varying the

total supply of money. It would attempt to cover its costs

by lowering the rate of interest which it offered to pay on its

deposit liabilities; but the effect of banking action on the

total volume of industrial employment is so important that

the making of a profit should be a secondary consideration.

If the state bank in any period could not carry out the re-

quisite monetary policy without making a loss, it would be

necessary for the state to meet this loss from the Budget.

As we have seen, any loss is improbable and would, in any

case, not be very considerable; and such a loss is a small

price to pay to cure unemployment.

We may conclude that the socialization of the banks would
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in certain respects simplify the adoption of the proper

monetary policy. But the proper monetary policy can be

carried out with a minimum of change in the present legal

position of the banks. Two morals are to be drawn from this

conclusion. In the first place, the question of the nationaliza-

tion of the banks must be decided largely on grounds other

than those which are relevant here. In many respects the

case for the nationalization of the banks is the same as the

case for the nationalization of any other industry; this case

is examined in Parts II and III. Secondly, it is not necessary

to wait for any change in the legal position of the banks

before banking policy is used vigorously for the prevention

of unemployment. Indeed nothing is more important than

the realization that for this purpose it does not matter who
owns or controls the banks; all that matters is what policy

they pursue.



V
THE PLANNING OF PUBLIC WORKS

I
T may be thought from what has already been said that

no action other than the monetary action already described

will be necessary to preserve a high level of employment.
This is probably not the case

;
for there are other important

features of a slump, which we have not yet noticed. It is

appropriate to outline the course of a slump in order to see

why it is not always certain that the monetary authorities

can prevent it merely by lowering interest rates.

Let us suppose that for some reason or another—e.g.

because some particularly important work of capital develops

ment is completed—there is an initial fall in expenditure on
capital goods. This decrease in expenditure on capital goods
will mean that their price begins to fall. The fall in the

incomes of those producing these capital goods will mean a

decrease in expenditure on consumption goods, so that the

price of consumption goods also falls. For the same reason

industry as a whole will become less profitable, so that the

price of ordinary shares will fall. But this downward move-
ment in all money prices will itself cause a strong incentive

to reduce money expenditure still further; for when prices

are falling every one will wish to postpone expenditure and
to hold money in anticipation that goods can be purchased

more cheaply in the future. In particular, merchants will sell

stocks of goods and will postpone their replacement, since

they are falling in money value. Companies will postpone

investment in machinery, both because industry is less pro-

fitable and because they expect to be able to purchase

machines at a lower price in the future. Private individuals,

since the price of ordinary shares is falling, will sell shares

and hold money instead, and may postpone their purchases

of durable consumption goods such as motor-cars in the hope
that they will become still cheaper. All these factors will

add still further to the fall in prices.
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The depression might possibly have been prevented at

the outset, if the banks had immediately lowered interest

rates sufficiently. For such a lowering of the rate of interest

at which persons can borrow would tend to induce them to

start borrowing money for further capital developments.

But there are three reasons why banking action designed to

lower interest rates may not be sufficient alone. In the first

place, the purchase of securities by the banks will only affect

the rate of interest on industrial securities after a lapse of

time (cf. Chapter III, pp. 26 and 27), so that some immediate

diminution in expenditure on capital development will be

hard to avoid. Secondly, even if interest rates all fall at once,

it will take time for business-men to plan new development

schemes, which have now become profitable. Thirdly, if

for either of the previous reasons the banking policy does

not have an immediate effect on expenditure on capital goods,

prices will begin to fall; and as soon as prices begin to fall,

the rate of interest itself will lose much of its power of control

over the amount spent on new capital goods. People will

postpone expenditure on capital development, even if the

rate of interest is low; for they will expect to be able to instal

the equipment at a lower cost in the future. When commodity

prices are falling, merchants will be unwilling to hold large

stocks of goods even if the rate of interest at which they can

borrow money is very low; in the expectation of a fall in

money prices they will postpone their orders for goods and

reduce their stocks to a minimum.
But if at this point public authorities decide to borrow for

public works and so spend more on capital goods, they will

thereby stop the fall in the price of capital goods. Such action

will maintain expenditure on consumption goods by those

producing capital goods, and will therefore stop the fall in the

price of consumption goods. Such extra expenditure on
public works should be undertaken on a sufficient scale to

prevent prices falling. It need only last sufficiently long to

enable the banks by lowering interest rates to stimulate

expenditure by ordinary private business again, and then the
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expenditure on public works can be diminished, as that of

private business increases. There should, therefore, be
large schemes of capital development planned beforehand

in such a way that they may be immediately speeded up as

soon as a slump starts. As far as possible capital expenditure

on prisons, hospitals, schools, asylums, waterworks, drain-

age, afforestation, telephones, housing, town and regional

planning, docks, harbours, railways, roads, tramways, bus
services, gas, electricity, and any other services under public

control should be planned ahead by the public authorities.

These plans should be so devised that the maximum amount
of expenditure can be undertaken immediately or—^perhaps

at some inconvenience—put off to a later date.

This does not involve inventing jobs which would not

otherwise be undertaken. The reduction of interest rates by
monetary policy should be the main permanent instrument

of control, and increased expenditure on public works above
the normal should be regarded as only a temporary measure.

It may be, for instance, that full employment is being main-
tained with a rate of interest of 5 per cent, and with an
expenditure of £100 millions a year on public works. If,

however, the normal amount which public authorities would
spend on public works, if they were not concerned with the

effect upon employment, is oiily £^o millions, then the rate

of interest is too high. For the public authorities must in

this case be speeding up their plans or simply creating relief

works to maintain an expenditure of ;£ioo millions, and they

must continue to do so until the rate of interest is lowered.

In this situation the banks should increase the amount of

money and reduce the rate of interest, thereby stimulating the

amount of capital development undertaken by private busi-

ness and also raising the ‘normal' figure of public works

expenditure; for, as we saw in Chapter II of this Part

(p. 14), normal expenditure on capital development by public

authorities will be stimulated by a fall in interest rates. As
capital development undertaken by private enterprise is

stimulated, the expenditure on capital development by public
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authorities may be reduced towards the normal level. There

must, therefore, be careful co-ordination between monetary

policy and public works policy. As soon as a depression starts,

the public authorities should speed up their expenditure

sufficiently to prevent it
;
and the monetary authorities should

lower the rate of interest, and should continue to do so as

long as expenditure by public authorities has to be maintained

at a figure above the normal.

We must examine the effect of this policy on the budgetary

position of public authorities. We have argued that the ex-

penditure, which public authorities would normally under-

take over a period of years, should be so distributed over those

years that more than the normal amount is being undertaken

at one time and less than the normal at another. There is

bound to be some disadvantage and some cost to the com-

munity in spreading this expenditure unevenly
;
and we have

suggested that public authorities should spend more in bad

times, when it is difficult for them to raise money by taxation,

and less in good times, when it is easy for them to obtain a

budget surplus. We must now face this problem. Granted

that public authorities should spend more in bad and less in

good times, how are they to raise the necessary funds in

bad times and what should be their budgetary policy in good
times }

By spreading their expenditure over a period of years in

the way suggested, there will be certain economies in the

actual cost of the work undertaken, to be set against the

disadvantages of not spreading their expenditure exactly as

they would otherwise have done. When times are bad, prices

are likely to be lower than when times are good
; for the money

demand for goods in general is lower in bad times than in

good times. They will therefore be buying on a large scale

when prices are low, and buying little when prices are high,

so that the cost of the public works undertaken over a period

of years will be less than it would have been, if the develop-
ment were undertaken at a steady rate. It must be recog-

nized, however, that the more successful their policy, the
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less important will this economy be. If the policy is com-
pletely successful in preventing slumps and booms, there will

be no considerable fluctuations in total expenditure, and so

no fall in prices when the public authorities’ expenditure is

above the normal, and no rise in prices when the public

authorities’ expenditure is below the normal. There is

another economy which they will gain in any case. If the

monetary authorities are properly lowering interest rates in

bad times and raising them in good times, the public autho-

rities will be in a position to borrow money on better terms

in bad times than in good times. From the financial point of

view they should borrow for their works in bad times, when
they can do so cheaply, and should use any surplus funds

which they may have in good times to pay back what they

have borrowed
;
for in good times, when the rate of interest is

high, the price of fixed interest securities will be low and the

public authorities will be able to buy back their own securities

at the lowest possible price.

This policy has other advantages, and to develop the

argument we must discuss budgetary problems in somewhat
more detail. The receipts of any public authority can be

divided into three heads:

(a) its receipts from taxation

;

(b) its trading profit on any concerns which it owns—e.g.

the profit from Municipal Trams or the profit on the

Post Office—and

(c) the amount which it borrows, which we will call its

Budget Deficit.

A public authority’s expenditure can also be divided into

three heads:

(a) its current expenditure on the maintenance of existing

services

;

(b) its expenditure on capital construction; and

(c) the repayment of any sums which it has borrowed in

the past, which we will call its Budget Surplus.
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A public authority’s current expenditure includes expendi-

ture on interest on any sums borrowed in the past, on defence,

on education, on police, on unemployment benefit, &c., in so

far as this expenditure does not involve capital development.

Its capital expenditure includes all expenditure on capital

development, such as the construction of new roads.

A public authority’s tax receipts and trading profit will

automatically fall in bad times. The receipts of the govern-

ment, for example, from income tax and super tax do not

depend solely upon the rate of tax levied on each pound of

income, but also upon the amount of income that there is to

be taxed, so that in a period of bad trade when money in-

comes have fallen to a low figure, the receipts from these

taxes will be low. At the same time the government’s current

expenditure will automatically rise in bad times. For ex-

ample, expenditure on relief directly or indirectly caused by

unemployment is an important item in the budgets of the

government and of local authorities, and this sum will rise

in bad times. This may be offset to some extent by the fact

that in bad times prices are likely to be lower than in good
times, so that economies may be achieved in some items of

current expenditure by purchasing at lower prices. Experi-

ence shows that in bad times most public authorities find it

at the same time more difficult to raise revenue by taxation

or by trading, and also more difficult to resist claims for

increased current expenditure.

In spite of this we have suggested that capital expenditure

should be at its highest in bad times, so that the authority’s

budget surplus will fall to a low figure or be turned into a

deficit. This is, in fact, a sound policy even from the purely

budgetary point of view. A temporary increase in capital

expenditure by public authorities may be necessary to prevent
a depression; and, we have argued, the prevention of a

depression will itself prevent a fall in public authorities’

ordinary revenue and a rise in their current expenditure. If

an increase in capital expenditure causes revenue to be greater

and current expenditure to be less than it otherwise would
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have been, the real cost to the budget of the increased capital

expenditure is the sum necessary for this expenditure minus
the rise in revenue and the fall in current expenditure, due to

the increased trade activity caused by the capital expenditure.

From the strictly budgetary point of view the government,
when it is contemplating the expenditure of an additional

millions on houses, should subtract from this cost the

decrease in its expenditure on unemployment relief and the

increase in its receipts from income-tax, due to the fact

that this extra expenditure will increase employment and
taxable income. In this respect the government’s budget
differs from that of an individual. If Mr. Smith spends more
on developing his business, he may indirectly increase the

amount spent on his own product, and so the size of his own
income, by increasing the purchasing power of those who
are employed on the development work. But since Mr,
Smith’s product is only one among a very large number on
which the increased purchasing power may be spent, he will

quite rightly neglect this as of no importance in his calcula-

tions. But the government knows that for every extra pound
of income its tax receipts will rise and that for every extra

man employed its expenditure will fall, and it should therefore

take account of the increased tax receipts and reduced ex-

penditure on unemployment relief, which will be caused by
its capital expenditure. The cost to the budget of increased

public works expenditure is less than the actual sum which
must be spent directly on these works.

Granted that expenditure on public works should be

increased in bad times, why should the necessary funds not

be raised by taxation, e.g. by raising the income-tax from

45. to 5^ . in the pound, instead of by borrowing ? The answer

is that if these extra funds are raised by additional taxation,

the taxpayers may meet this burden by reducing their ex-

penditure on consumption goods. In as far as this happens,

nothing will be achieved by the public works policy; for

the increased expenditure by public authorities will be offset

by the diminished expenditure of private individuals on
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consumption goods, and the total demand for commodities

will remain unchanged. It is also possible that the higher

rates of taxation will diminish the net return which can be

expected on business extensions and so discourage private

individuals from borrowing money for expenditure on capital

development.^ If the public authorities raise the necessary

funds by borrowing, these disadvantageous effects can be

avoided, provided that the banks prevent any rise in interest

rates. For, provided that interest rates do not rise, private

individuals will have no incentive to contract their expendi-

ture on capital development; and since they are not being

taxed, they will not restrict their expenditure on consump-

tion goods.

Public authorities should therefore plan their budgets so

that in years of full employment their receipts from taxation

and from trading profits are sufficient to cover both their

current expenditure and their ‘normal' expenditure on capital

development and to leave that budget surplus, which on other

grounds it is considered proper to devote to debt redemption.

While a public authority can properly plan to reduce its

debt at a certain rate over a period of good and bad years, it

should allocate a large sum to debt redemption in good years

and should be willing, if necessary, to face a budget deficit in

bad years.

At present the government budgets for the same Sinking

Fund (i.e. for the same budget surplus for debt redemption),

in good years and bad years alike—^though the force of circum-

stances has made it impossible for this to be maintained

during the last depression. We have shown that the govern-

ment should budget for a large surplus in good times and for

a small surplus or for a deficit in bad times. If the surplus

of good times is sufficiently great, the debt will be reduced

just as quickly in this way; and at the same time the govern-

ment will be pursuing a policy which is more easily main-

^ The effect of a high rate of income-tax in diminishing the incentive
to spend money on capital development is discussed in Part III, Chapter
IV (pp. Z38 and 239).
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tained (since a surplus is more easily achieved in good times),

and which will be most effective in preserving a high level

of employment. If the banks lower interest rates in bad times,

the government will be borrowing new money or buying up
its own securities on a small scale when interest rates are low
and the price of its securities are therefore high

;
and it will

be buying up its own securities on a large scale, when interest

rates are relatively high and the price of its securities are

therefore low. A given sum spent on debt redemption over

a period of years on this principle will therefore reduce more
debt than if it were spread evenly over good and bad years.

It should be possible to devise a scheme by means of which
this principle would operate automatically. For example,

the high sum of 100 millions a year might be set aside in the

budget to be used either for debt redemption or for public

works. The whole of this sum would be spent on debt

redemption when unemployment fell below a certain stan-

dard figure
;
but as unemployment rose above this figure part

of this £100 millions would be used for public works. The
proportion of the £100 millions to be used for public works
would rise on a fixed scale with every rise in the percentage

of workers, who were unemployed.

We have now shown the necessity for the planning of a

certain amount of capital development in such a way that it

can be postponed or speeded up as circumstances require.

The state must provide some incentive for the planning and

execution of development on these principles. For these

purposes a National Investment Board should be set up with

the following duties and powers:

(a) The National Investment Board should require that

all bodies—such as local authorities, public utility concerns,

and socialized industries—over which the state exercises

control, should plan their capital development for some years

(e.g. three to five years) ahead. The plans for the more

distant years cannot be as detailed or as definite as those for

the immediate future, and they would continually be sub-

jected to detailed and even fundamental alteration. The
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government should itself plan ahead its own expenditure on

capital development, and should inform the National Invest-

ment Board of these plans.

(b) The National Investment Board should invite any

private industries of importance to co-operate in the scheme

by planning their development ahead for a period of years and

by supplying to the Board information about the size and

nature of these plans,

(c) Each body or industi^ co-operating in the scheme

should be requested to plan its development on the assump-

tion that there will be full employment in the future and the

full normal purchasing power associated with full employ-

ment. For ifthe government is successful through its banking

and public works policy in preventing depressions, this

assumption will be justified. This does not mean that each

body should assume that there will be no fluctuation in the

demand for its services or its product; each body must judge

in what way changes in taste, in population, or in the cost of

alternative services, will affect the relative demand for its

own product. But they should plan for that development

which would be justified in the absence ofa general depression

of trade activity. At first it may be difficult to get bodies to

accept this principle. But it is desirable that it should be

adopted as far as possible, since it will help greatly to stabilize

at the proper figure the amount which people plan to spend

on capital development. The more vigorously and success-

fully the state prosecutes the different policies suggested in

this Part to preserve a high level of employment, the more
readily will different bodies plan their future expenditure on

this assumption.

(d) Assuming that full consumers’ purchasing power is

maintained, the amount of capital development that any

concern will undertake depends upon the rate of interest at

which money can be borrowed. We have seen in Chapter 11

of this Part that this is true not only of industries producing

goods for sale, but also of public authorities providing com-
munal services. Each body in preparing its plans should
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indicate to the National Investment Board at what rates of

interest the different parts of its plan would be worth under-

taking, so that the Board can know how much development

would be undertaken at 5 per cent, interest rates, how much
more if the rate were only 4|- per cent., how much more if

the rate fell to 4 per cent., &c. For it can then inform the

banking authorities how much the rate of interest must be

lowered to stimulate expenditure on capital development by

a certain amount. In Chapter VIII of Part II (p. 194) we
shall discuss the principles upon which public bodies in

charge of socialized concerns should assess the rates of interest

at which different blocks of capital development are justified
;

and we shall conclude that the socialization of monopolistic

concerns will help to reduce unemployment, because from the

community’s point of view a larger expenditure on capital

development by such concerns is justified at the current rate

of interest than would be undertaken if they were left in

private control.

(e) The amount of capital development undertaken in any

one year can be varied in another way. For example, with the

rate of interest at 4 per cent, or lower it might be worth while

spending ^£300 millions on the electrification of the railways.

It would still remain to decide whether £100 millions should

be spent each year for three years or £60 millions each year

for five years. Each body should be required to draw up its

plans in such a way that the expenditure worth undertaking

at any given rate of interest is as far as possible capable of

being concentrated on a few years or spread over a number

of years. The National Investment Board should be in-

formed of the extent to which such variations can be made,

and will then be in a position to vary the amount of money

spent on capital development by recommending the post-

ponement or speeding up of such expenditure.

(f) Finally some inducement must be offered to those

bodies, which are not in the direct control of the state, to

plan and execute their capital development on these principles.

As the state already subsidizes the cost of certain services
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provided by local authorities, such subsidies might well be

made conditional upon the planning of development on these

principles. The principle of such subsidization might be

extended. For example, the government might empower the

National Investment Board to remit in whole or in part the

income-tax payable by companies on that part of their

profits which they put to reserve funds, if these companies

will plan their development on these principles. Or the

government, through the National Investment Board, might

on certain conditions give a state guarantee of the interest

on loans contracted by bodies, which were willing to plan

their development on these lines, and thus enable them to

borrow at the lowest possible rates of interest. All industries

which are directly controlled by the state can be required to

co-operate in this scheme; and an important argument in

favour of the socialization of industries is that it would help

to cure unemployment by giving the state this extra power of

control over expenditure on capital development. Other
arguments for and against the socialization of industries are

examined in Parts II and III; this chapter presents an
argument in favour of the socialization of those industries,

whose expenditure on capital development is large, if the

state cannot obtain sufficient control over the volume of

expenditure on capital development by other means.



VI

DIRECT CONTROL OF EXPENDITURE ON
CONSUMPTION

WE have already argued in Chapter V, p. 38 above,

that banking action alone will probably not be sufficient

to prevent unemployment; and it was for this reason that we
advocated in the last chapter the planning of expenditure on
capital development by public authorities in such a way that

this block of expenditure could be speeded up as soon as a
slump started. But there is reason to believe that even the

combination of appropriate banking policy and planned

public works expenditure may not be sufficient to cure the

problem entirely. In the first place, the state may not be able

to control a sufficiently large volume of expenditure on capital

development, unless it socializes a large number of indus-

tries. Secondly, even if the state has full control over a large

volume of capital development, it will not be possible to

plan that development in such a way that all of it can be

postponed or speeded up at will. For example, drains must

be put in when new houses are built, and new houses must
be built in a locality when new houses are needed there; it

may not, therefore, be possible to postpone or speed up
expenditure on drainage systems at will to any great extent.

Thirdly, some time may elapse between the decision to speed

up or postpone public works expenditure and the consequent

change in expenditure itself. Contracts for a particular

scheme of work may have been made ahead, and in any case

some time must elapse before the technicians concerned can

alter their arrangements for carrying out the work. These

arguments can be exaggerated. The state through different

public authorities could already control a large volume of

expenditure on capital development, and, if a determined

effort were made, a large part of that development could

undoubtedly be planned in the desired way.

4284 E
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But it is still possible that -unemployment cannot be com-

pletely solved on these lines. This chapter is therefore

devoted to the discussion of a third and less orthodox method

of controlling the total volume of expenditure. The two

methods which we have already discussed—namely, banking

expansion and the expansion of expenditure on public works

—can only fail because of a time-lag in their application or

in the effect of their application. If there is such a time-lag,

prices and profits will start to fall ;
and, as we have seen, once

prices and profits have started to fall, it may be very difficult

to prevent the further development of a slump. But there is

one form of expenditure which should be capable of almost

instantaneous expansion, and that is the purchase of con-

sumption goods % individuals.

If, as soon as a slump started, people were given a certain

amount of money to spend in any way they liked, the increase

in expenditure would probably be immediately effective.

We shall discuss later in this chapter how schemes of this

kind might be organized. For the moment we can imagine a

simple method, in order to examine the main effects of such

a scheme. Suppose then that as soon as a slump starts the

state prints new notes which it hands over to people to spend

as they like, and that as soon as total money expenditure on

commodities rises excessively^ the state levies extra taxes,

which it uses to redeem and destroy the notes which it has

issued. The effect of such action would be to prevent any

falling off in the demand for consumption goods during a

slump, even if the total amount spent on capital goods fell

off. For this new expenditure by consumers would offset

the fact that the producers of additional capital goods were

receiving smaller incomes from the sale of their products.

But if expenditure on consumption goods does not fall off,

then their prices will not fall and the profitability of their

production is maintained; for these reasons the slump will

not be intensified by falling prices and by the diminishing

I In Chapter VIII of this Part we shall explain what is meant by an

excessive rise in total money expenditure.
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profitability of industries producing consumption goods,

which would normally remove all incentives for capital

development in a time of slump. Conversely, if total money
expenditure rose excessively, consumers' incomes would be
taxed and the money proceeds of the tax cancelled, so that

an excessive rise in expenditure on consumption goods would
be avoided, even if the total amount spent on additional capital

goods, and so the earnings of the producers of these goods,

could not be prevented from rising. But since the demand
for consumption goods would not rise, their prices and the

profits to be made in their production would not rise. Thus a

cumulative rise in total money expenditure would be avoided.

If this policy is adopted, the other policies w^hich have
been suggested in this Part will be made more effective.

Both banking policy, by which the rate of interest is con-

trolled, and the policy of planned public works expenditure

aim directly at increasing the total amount spent on capital

goods. If the total amount spent on consumption goods is

directly stimulated, this will increase the profitability of the

industries producing consumption goods, and will make
capital development in these industries more profitable. For
this reason the direct control of expenditure on consumption
goods will make the control of expenditure on capital develop-

ment by banking and public works policies more effective.

Let us outline two schemes by which a policy of granting

direct credits to consumers might be carried out. In the

first scheme it is suggested that the consumers' credits should

be given to the unemployed to spend. For this purpose all

the able-bodied unemployed would be brought under a single

Unemployment Assistance Board, and no distinctionwould be
drawn between those unemployed who are still in insurance

and those who are no longer qualified for insurance benefits.

For the purpose of controlling expenditure on consumption

goods by this scheme, the benefits paid by the Board to the

unemployed should be on as generous a scale as possible.^

^ The danger involved in paying benefits on too generous a scale is

discussed in Chapter VIII of this Part (p. 78).
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In Chapter VIII of this Part (pp. 75-7) it will be argued

that it is inadvisable to reduce unemployment by monetary

measures alone below a certain volume, which will be called

the ‘standard’ volume of unemployment. To finance the

unemployment assistance suggested above, this ‘standard’

volume of unemployment should be assessed on the principles

outlined in Chapter VIII of this Part. Contributions should

be levied from all employed workers and from all employers

according to the number of workers they employ, as in the

existing Unemployment Insurance Scheme; but these con-

tributions should be levied at such rates that they would raise

just sufficient funds for the Unemployment Assistance

Board to cover the expenditure on unemployment assistance,

if there were only the ‘standard’ volume of unemployment.

The state should make no contribution from the budget to

the funds of the Unemployment Assistance Board. When the

volume of unemployment rises above the ‘standard’ and the

ordinary receipts of the Board are no longer sufficient to

cover its payments of benefit, the difference would be

financed by new notes issued by the Bank of England and
covered by a non-interest bearing debt of the Unemploy-
ment Assistance Board to the Bank of England. When, on the
other hand, unemployment falls below the ‘standard’ volume,

the normal receipts of the Unemployment Assistance Board
will be in excess of its payments of unemployment benefit,

and the excess of its receipts would then be used to pay off

with notes its debt to the Bank of England
;
these notes would

then be cancelled. If at any time the total indebtedness of the

Board to the Bank of England had been repaid, any further

excess of receipts over expenditure could be used by the

Board to accumulate a reserve holding of notes. These notes

would be withdrawn from circulation and would be available,

as soon as unemployment rose above the ‘standard’ volume, to

finance the difference between the receipts and the expendi-

ture of the Board without increasing the note issue of the

Bank. If this proposal were adopted, it would be necessary

to amend the existing law relating to the note issue of the
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Bank of England. But we have already suggested that all

legal restrictions of the note issue should be abolished
;
and

no further monetary legislation would be required.

By giving the unemployed generous unemployment benefit

and financing this benefit in such a manner that it does not

reduce the purchasing power ofother individuals, expenditure

on consumption goods will not fall during a slump as much
as it would otherwise have done. If the funds for unem-
ployment benefit are raised by taxation, the expenditure of

taxpayers on consumption goods is likely to be reduced to

some extent. If the funds for this purpose are borrowed in

the ordinary manner by the sale of new securities at the

current rate of interest, interest rates may be kept at a higher

level than is desirable, unless the securities are bought by the

banks with new money created for that purpose
;
and in any

case the Unemployment Assistance Board will pile up a debt

on which interest has to be paid in the future, although the

debt is not backed by any asset which yields a return. The
proposed scheme not only avoids these difficulties, but also

provides automatically an increasing cash reserve for the

joint-stock banks as long as there is excessive unemployment,
so that they will be able to extend their loans, advances, and
investments and so lower interest rates without any fall in

their cash reserve ratio. The new notes paid to the unem-
ployed will, as they are spent, be paid into the banks by the

firms receiving them, and this will raise the cash reserves of

the joint-stock banks. The scheme will have similar ad-

vantages if the total volume of money expenditure rises

excessively so that unemployment falls below the ‘standard’

volume. As more labour is employed, expenditure on

consumption will not be excessively increased, since the

expenditure of wages will only take the place of the expendi-

ture of the unemployment benefit; and this reduction of

expenditure by the unemployed will not be offset by lower

taxation and so by increased expenditure by the taxpayers.

Moreover, so long as the receipts of theUnemployment Assis-

tance Board are in excess of its expenditure, the difference
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will cause a drain of notes from circulation and from the

cash reserves of the joint-stock banks, and this will force the

joint-stock banks rapidly to restrict the amount of money
and to raise interest rates.

It may be thought that the above proposals will lead to

inflation. The kind of inflation that occurred in Germany
after the War, caused by an attempt on the part of the

government to finance its ordinary expenditure by printing

new notes, is to be avoided at all costs; but the proposals

outlined above cannot lead to similar results. So long as

there is a large amount of unemployed labour and of idle

capital, the total amount of money spent on goods should

be increased
;
for, while increased expenditure on goods will

cause some rise in prices, yet, so long as considerable un-

employment exists, a small rise in price will make it profitable

to produce on a much larger scale. On the other hand, an
increase in the total amount of money spent on goods is to be
avoided when there is no serious unemployment of labour

and capital
;
for in these circumstances the increased money

expenditure can only cause prices to rise.

In this respect the foregoing proposals must be sharply

distinguished from an attempt to finance an ordinary budget
deficit by inflationary measures. For if a government
finances a permanent budget deficit by printing more paper
money, this must lead to progressive and inflationary rises

in prices, as soon as all factors of production are employed.
But these other proposals cannot lead to a progressive infla-

tion of prices. As soon as there is only a ‘standard’ volume
of unemployment, the issue of new notes will automatically

cease, since the receipts of the Unemployment Assistance
Board will balance its expenditure

;
and, indeed, if there were

any further increase in the money demand for commodities
leading to a further fall in unemployment, the proposed
measures would cause a strong deflationary movement
to develop. These proposals are, therefore, designed to

maintain and increase money purchasing power, as long
as serious unemployment exists and as long as such action
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can cause output and employment to increase; and they

will cause equally strong deflationary measures as soon as

the money demand for commodities becomes excessively

great.

The scheme has been outlined here in its final form. If it

is started when the volume of unemployment is not greatly

in excess of the ‘standard’ volume, there is no reason why it

should be modified; unemployment benefit can be deter-

mined on the most generous lines and the contributions from
workers and employers can be calculated to make the receipts

and expenditure of the Unemployment Assistance Board
balance with a ‘standard’ volume of unemployment. If,

however, there is a much greater volume of unemployment
at the time when this scheme is started, the final scheme
should be approached by stages; for, as we shall argue in

Chapter VIII of this Part (pp. 79-82), there are dangers in

reducing unemployment too quickly. If, for example, the

‘standard’ volume of unemployment was assessed at 5 per

cent, of the employable population, and the scheme were
started when there was 20 per cent, unemployment, the

contributions and benefits might be balanced first of all for

a 15 per cent, volume of unemployment. When thfs point

was reached, the scales of benefit might be raised or contribu-

tions might be lowered, so that the contributions and benefits

balanced for a 10 per cent, volume of unemployment; and

when unemployment had been reduced to this figure the

scheme might be altered to its final form.

This method of financing consumers’ credits has two

advantages. In the first place, it gives money income in a

time of slump to those who need it most, and in the second

place, it provides an automatic guide to determine when
consumers’ credits should be paid. We shall argue in Chapter

VIII of this Part that the whole object of monetary policy

should be to reduce unemployment to and maintain it at a

certain ‘standard’ volume; and this scheme automatically

distributes consumers’ credits to the unemployed when
unemployment is above the ‘standard’, and automatically
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draws in notes from those employed in industry and cancels

them when unemployment falls below this ‘standard’.

On the other hand, this scheme has one disadvantage. It

is true that with this scheme a labourer's income and ex-

penditure would not be much reduced if he lost his job,

since his unemployment benefit would take the place of his

wage. But the scheme does not prevent all reductions in

expenditure on consumption goods, because the income and

expenditure of owners of property may still fall in times of

slump. Suppose that for some reason the total amount spent

on additional capital goods falls off. The growth ofunemploy-
ment in the industries producing capital goods will no longer

cause any considerable fall in the workers’ expenditure on
consumption goods. But the fall in expenditure on capital

goods will also reduce the profits made in those industries,

so that profit makers will spend less on consumption goods.

This will cause a fall in the incomes of those producing

consumption goods, so that the profits earned in industries

producing consumption goods will also be reduced
;
and in

consequence these profit makers will in turn restrict their

expenditure on consumption goods.

Thus the scheme which we have just outlined would not

remove all fluctuations in expenditure on consumption goods

;

and it is therefore worth while outlining a method by which
the state could supplement this scheme. When unemploy-
ment rose above the ‘standard’ volume, the government
might reduce the rates of taxation and so increase the

spendable incomes of the taxpayers. The difference between
the government’s receipts and expenditure could then be
financed by the sale to the Bank of England of non-interest

bearing securities either for newly created deposits or for

newly issued notes. This would increase consumers’ ex-

penditure by the reduction of taxation without reducing the

government’s expenditure. The new money created by the
Bank of England would be paid by the government for its

normal expenditure to persons who would probably deposit
it in the joint-stock banks, and this would swell the cash
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reserves of these banks and so help with the execution of

the proper banking policy. And conversely when the volume
of unemployment fell below the ‘standard', the government
could levy specially high rates of taxation, the proceeds of

which could be used either to repay any non-interest bearing

debt sold in previous periods to the Bank of England, or, if

such debt were already all redeemed, to build up a balance

of idle money either on deposit with the Bank of England or

in the form of notes. By such means consumers' credits of

any desired magnitude could be administered.

A budgetary policy of this kind suffers from two disad-

vantages. First there is no foolproof mechanism to determine
when taxation should be diminished to allow for a budget
deficit or when taxation should be increased to provide a

budget surplus. With the financing of consumers' credits

through the payment of unemployment benefit, the creation

or destruction of consumers’ income is automatically brought
about, as unemployment rises above or falls below the

‘standard’. Consumers’ credits should be financed through
the ordinary budget only if the government is likely to have

the power, intelligence, and courage to raise and to lower rates

of taxation at the appropriate time. Secondly, even if the

government had all the necessary knowledge and power to

carry out the policy, there would with present budgetary

arrangements be a considerable time-lag between the decision

to increase or diminish consumers’ income and the full effect

of this decision. If there is an annual budget so that rates of

taxation are adjusted only once a year, and if certain taxes

are paid only once or twice a year, the actual rise or fall in

consumers’ income effected by the budgetary policy will be

determined a year in advance. If unemployment rose un-

expectedly, consumers’ credits could not be arranged till the

next budget; and if unemployment fell, consumers’ income

could not be restricted by this means till the end of the

financial year. The great advantage of the finance of con-

sumers’ credits through unemployment assistance is that the

benefits are paid each week and the contributions levied each
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week on the workers employed during that week, so that each

week the volume of consumers’ credits is automatically ad-

justed to the existing volume of employment.

The only way to overcome the disadvantages of financing

consumers’ credits through a budget deficit is to discover

some taxes, e.g. taxes levied on the sale of commodities,

which can be collected at frequent intervals. The rates of

these taxes might then be fixed on a sliding scale varying with

the percentage of unemployment. For example, in anymonth

in which there was 20 to 15 per cent, unemployment the rate

of tax on a particular commodity might be 5 per cent.^ of

the value of that commodity, while in any month in which

there was 15 to 10 per cent, unemployment the rate of tax

might be 10 per cent, of the value of the commodity, and so

on with higher rates of tax for lower volumes of unemploy-

ment. Suppose that according to this scale a rate of tax of

20 per cent, would be levied in any month, when the volume

of unemployment was at its ^standard’ level. In this case an

amount of money equal to the yield of a tax of 20 per cent,

on the value of the commodity would be paid into the

Treasury each month for ordinary budgetary expenditure.

In any month in which the actual rate of tax levied was less

than 20 per cent., the difference could be made up by the

sale of non-interest bearing debt to the Bank of England for

newly created deposits or notes; whereas in any month in

which the actual rate of tax levied was above 20 per cent.,

the excess of tax revenue could be used to redeem any non-

interest bearing debt previously sold to the Bank of England

or to accumulate an idle balance of deposits or notes.

A separate Commission might be set up to administer

a scheme of this kind. It would remain the duty of the

Chancellor of the Exchequer to impose standard rates of

taxation in order to present a ‘balanced budget’ apart from
borrowing to finance public works on the principles examined
in the last chapter. The proceeds of any taxes which could

be collected from month to month would be paid direct to

the separate Commission, which in turn would pay to the
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Treasury each month a sum equal to the amount which these

taxes would have yielded if they had been levied at the

standard rate. The Commission would, however, le\y these

taxes at a rate which varied with the volume of unemploy*-

ment; as the percentage of workers unemployed rose, so the

rate of tax actually levied would fall. In order always to pay
into the Treasury a sum equal to the standard rate of tax,

the Commission vrould supplement the sums actually raised

in taxation with new deposits or notes created by the Bank
of England against non-interest bearing debt of the Commis-
sion, or would use any surplus to reduce its debt to the Bank
of England or to pile up a balance of idle deposits or notes.

If all the rates of taxes on commodities and all the rates of

weekly contributions by employers and w^orkers for national

insurance schemes were varied on this principle, there would
be a powerful weapon to prevent fluctuations in expenditure

on consumption goods. Such a scheme would be free from
all disadvantages

;
it would still be necessary for Parliament

to impose standard rates of tax that would balance the budget,

and the actual rates of tax levied would be quickly adjusted

to changes in the unemployment situation.

At the end of Chapter I of this Part we concluded that the

total amount of money spent on consumption goods could

be increased in either of two ways—by an increase in the

total amount spent on additional capital goods unaccom-
panied by any rise in the proportion of income saved, or by
a fall in the proportion of income saved unaccompanied by a

fall in the total amount spent on additional capital goods.

It is possible for the state to induce people to spend a larger

proportion of their income. For example, by heavy death

duties or by heavy taxes on the accumulation of capital above

a certain figure the state could make it unprofitable to save

so large a part of income. Moreover, the rich save not only

a larger amount, but also a larger proportion of their income

than the poor. For this reason any increase in the equality of

distribution of income will cause a fall in the proportion of

income saved, by transferring income from those who save
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a large proportion to those who save a small proportion of

it. In Chapter IV of Part III we shall discuss the effect of

different forms of taxation upon the distribution of income
and so upon the proportion of income which is saved. Here
it is only necessary to point out that by redistributing income

through taxation the state can incidentally control the total

volume of expenditure on consumption goods. If a situation

arises in which there is permanent unemployment, which

cannot be cured by lowering interest rates through banking

policy because no practicable fall in interest rates will stimu-

late sufficient expenditure on capital goods, then the only

permanent cure of unemployment is to reduce the proportion

of income which is saved. In these circumstances, therefore,

a more equal distribution of income may be necessary, in

order to stimulate expenditure on consumption goods suffi-

ciently to cure unemployment. Whether this situation has

ever arisen can only be discovered by adopting the banking

and public works policies which we have examined in this

Part, and so seeing whether or not they are sufficient to cure

the problem. Methods of obtaining a more equal distribu-

tion of income in order to stimulate expenditure on con-

sumption goods are discussed at length in Part III, where we
shall examine this and other reasons for redistributing income.



VII

WAGES AND UNEMPLOYMENT

AT the end of Chapter I of this Part it was suggested that

-/^unemployment might be cured by one of three methods:

(a) by stimulating the total expenditure of the community
on capital development;

(b) by increasing expenditure on consumption goods
without any diminution in expenditure on capital

development; or

(c) by reducing money cost ofproduction without allowing

any diminution in total money expenditure on capital

goods or consumption goods.

We have now discussed the two first methods; and in this

chapter we shall discuss the possibility of curing unemploy-
ment by reducing money costs of production. Our discussion

will be confined to reductions in moneywage-costs because, as

we shall show, it is the realwage-ratewhich is of importance in

determining the volume of employment.
At first sight it seems possible to argue that a reduction

in wage-rates will reduce unemployment because it will make
labour cheaper to the employer, who will therefore employ
more persons. But one might also argue that a reduction in

wage-rates will increase unemployment, because it will reduce

the purchasing power of labour and thereby reduce the

demand for goods and so the demand for labour. It is clear

that one at least of these arguments must be wrong, and to

judge between them we must distinguish between the many
meanings of the phrase ‘a reduction in wages’. For this

purpose a clear distinction must be drawn between

—

1. the money wage-rate,

2. the money wage-bill^

3. the real wage-rate, and
4. the real wage-bill.
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1 . By the money wage-rate is meant the amount of money

paid to a man for working a particular period of time (e.g. a

week). Thus the money wage-rate may be for a man’s

work for a week.

2. The money wage-bill means the total amount paid in

wages in a period of time (e.g. a week). This quantity de-

pends upon the money wage-rate and the number of people

employed. If lo million people are employed for a week at

a weekly wage-rate of 3^2, the money wage-bill for the week is

£20 millions.

3. The real wage-rate means the amount of commodities

that can be bought with the money wage-rate, or in other

words, the amount of goods which a man earns for a week’s

work. It depends, therefore, upon the money wage-rate and

the price of commodities. It will be doubled by a doubling

of the money wage-rate or by a fall of prices to half their

previous level.

4. The real wage-bill means the amount of goods that can

be bought with the money wage-bill and is equivalent to the

total amount of goods which wage-earners can buy. The real

wage-bill will be increased either by a rise in the money wage-

bill or by a fall in the prices at which commodities can be

bought.

A ^reduction in wages’ usually means a reduction in the

money wage-rate, e.g. a reduction from to £i 10^. in the

wage paid for one man for a week’s work; but it does not

necessarily follow from this that the money wage-bill, the

real wage-rate, or the real wage-bill will fall. Suppose that

there were a reduction in the money wage-rate from £2 to

105 ., and that in consequence of this 15 million instead

of 10 million people were employed; then the naoney wage-

bill would rise from 3^2X10 millions or £zo millions to

15 millions or £22^ millions. We cannot simply argue

that a reduction in the money wage-rate will cause a fall in

the money income, which wage-earners have to spend; for

if it did cause a sufficient increase in employment, the money
wage-bill would, in fact, increase. But suppose that the reduc-
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tion in the money wage-rate caused an increase in employ-

ment but so small an increase, that the money wage-bill fell
;

for example, suppose that in consequence of a fall in the

money wage-rate from £2 to los., employment increased

from to millions to 12 millions, so that the money w’age-bill

fell from £2x10 million or millions to ^x\xi2 million

or ;£i8 millions. It does not follow that the amount of goods

which wage-earners can buy—^i.e. the real wage-bill—has

fallen. For a reduction in the money wage-bill from £20
millions to ;^i8 millions represents a 10 per cent, fall in the

money wage-bill
;
but if the prices of commodities had fallen

by more than 10 per cent., the reduced money wage-bill

could buy more commodities, so that the real wage-bill or the

real demand of wage-earners for commodities would have

risen. And there is nothing improbable in this; for a reduc-

tion from ;£2 to ;^i lo^. in the money wage-rate represents a

fall of 25 per cent, and this might be expected to cause some

fall in costs and prices. It does not even follow that a reduc-

tion in the money wage-rate will cause a fall in the real wage-

rate; if prices fell by more than 25 per cent, when the money

wage-rate was lowered from £2X0 10s .—though this may

be improbable—^the real wage-rate would have risen.

We have not yet proved what will, in fact, be the result of

a reduction in the money wage-rate
;
we have only shown that

a reduction in the money wage-rate does not necessarily

involve a reduction in the money wage-bill, the real wage-bill,

or even in the real wage-rate. We must go deeper into the

connexion between wages and employment; and to avoid

confusion we shall not normally speak of ‘wages’ or ‘wage-

rates’ but of the money wage-rate, the money wage-bill, the

real wage-rate or the real wage-bill.

The number of men which any producer will employ

depends upon the real wage-rate which he must pay, or in

other words upon the connexion between the money wage-

rate which he must pay and the price which he can get for

his product. At any given time a producer will have a cer-

tain fixed amount of plant and machinery; but with this
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plant and machinery he can produce more or less by em-
ploying more or less labour. Suppose that our producer is

producing boots, that he must offer a money wage-rate of

3^2 a week, and that he can sell his boots at lo^. a pair. How
should he decide whether it is worth his while employing

more labour ? If he employs another man, his money wage-

bill will go up by 3^2 a week. If by employing another man
he can add 5 pairs of boots to his output, he would increase

his receipts by 5 X los*. or £2, lo^., since he can sell boots at

10s. a pair. In this case he would find it profitable to employ

another man.^ If the producer can sell boots at 105. a pair and

hire labour at £2 a man a week, he is, in fact, paying a real

wage-rate of 4 pairs of boots a week. It will pay him to

employ an extra man only if the employment of an additional

man adds more than 4 pairs of boots to his output since he

will in that case add something to his own income. We have

come to the important conclusion, that the volume of employ-

ment which a producer will give depends upon the real

wage-rate and the extent to which his output would be

increased if he employed one man more.

This is a principle of such great importance that it is worth
while studying its implications more fully. A producer with

a given plant and equipment can produce more by employing

more men with it. But after a certain point if he wishes to

produce more, he must employ more men on the same
machine or on parts of his machinery which are not so

efficient as the parts which he is already using; when this

point is reached, the producer may still be able to produce
more by employing more men, but will add less to his output

each time he employs an additional man. This is illustrated

in Table III.

^ The student of economics will notice that I am assuming 'perfect

competition’. This assumption is made for simplicity’s sake and my
conclusions are not greatly affected by it. For, given the productivity
function of labour and the degree of imperfection both in the labour
market and the market for the product, the volume of employment will

be determined by the real wage-rate, and this is the point which I am
making. Imperfect competition is discussed below in Part 11.
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Table III

The Average and the Marginal Product of Labour

A

Men
employed

B

Total
product

C
Average

product of
labour

D
Marginal
product of

labour

E

Real
zcage-bill

10 200 20 , ,

II 218 19-8 18 198
iz 235 19*6 17 204
13

1

2^51 19-3 16 208

14 266 19 15 210
IS 280 i 8-7 14 210
16 293 i 8‘3 13 208

17 30s 17*9 12 204
18 3x6 17-5 II 198
19 326 17-2 10 190
20 335 i6*8 9 180

The figures in column A represent the number of men
employed. The figures in column B represent the number of

pairs of boots produced a week by the firm in question. Thus
we suppose that when 14 men are employed, the output is

266 pairs. Column C shows the output per man. This figure

we call the Average Product of Labour. Column D shows

the addition to the output which is caused by employing one

more man
;
this is called the Marginal Product of Labour.

Thus we see from columns A and B that if 13 men are em-
ployed instead of 12, the output will be increased from 235
to 251, an addition to the output of 16 pairs a week. In other

words, the marginal product of the 13th man is 16 pairs of

boots a week, so that the figure 16 is placed in column D
opposite to the figure 13 in column A.

The figures in column D are important from the point of

view of the employer who has to decide whether he should

employ more or less men. For an employer will find it worth

his while to employ more men, if the real wage-rate is lower

than the marginal product of labour and to employ less men
if the real wage-rate is above the marginal product of labour.

For the real wage-rate represents the amount of goods which
4284 p
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the employer must pay to hire one more man—although the

payment is made indirectly in the form of a money wage-

rate having this real value; and the marginal product of

labour represents the amount by which his output would

increase if he employed one more man. It will pay an

employer to employ another man, only if the resulting addi-

tion to his output—i.e. the marginal product of labour—is

greater than the real wage-rate paid to the extra man em-

ployed. If the price of boots is 4^. a pair and the money

wage-rate is the real wage-rate is 15 pairs of boots a week.

We can see from column D of Table III that in these circum-

stances the producer will not employ less than 13 men—or

he could add more to his output than to his real wage-bill

by employing one more man ; nor will he employ more than

14 men—or it would be possible for him to reduce his out-

put by less than his real wage-bill by employing one less

man.

It is the marginal product of column D and not the average

product of column C, which is important from the point of

view of deciding whether to give greater or less employment.

It is true that a rise in the average product or output per head

in relation to the real wage-rate will increase the total real

profit which employers can make on each man employed.

And this greater profitability of industry may affect the

willingness of the employers to expand their output in the

future by installing new capital equipment. But it has no

eflFect upon the employer’s immediate decision to employ

more or less men with his present capital equipment. What
is relevant in this connexion is not the absolute size of the

profit being made, but the possibility that this profit could

be increased by an increase or by a diminution in the number
of men employed. And, as we have just seen, it is the rela-

tion between the real wage-rate and the marginal product of

labour which determines this.

Column D of Table III shows that the real wage-rate

must fall in order that more men shall be employed, because

an increase in the volume of employment causes the marginal
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product of labour to fall; but it does not follow that the real

wage-bill will necessarily fall as well. The figures in column
E represent the figures in column A multiplied by the figures

in column D. We can see from Table III that if the real

wage-rate is 18, ii men will be employed, since we have just

shown that labour will be employed up to the point at which
the marginal product of labour is equal to the real wage-rate.

The real wage-bill is the total amount of goods paid in wages,

and in this case will be ii X 18. This figure, ii X 18 or 198,

is shown therefore in column E opposite to the figure 1 1 in

column A. Each figure in column E shows the real wage-bill

that will be paid to the number of men shown in column A
at a real wage-rate equal to the marginal product of labour

shown in column D. At first in our illustration as the real

wage-rate is lowered (e.g. from 18 to 17) the total amount of

goods paid in wages rises (e.g. from 198 to 204 pairs of boots

a week). In this case the reduction in the real wage-rate will

be more than counterbalanced by the increase in the volume
of employment that would result from it. But after a certain

point in our illustration a reduction in the real wage-rate

will more than offset the increase in employment caused by it,

and the real wage-bill will fall. Thus if the real wage-rate

is reduced from 13 to 12, employment will increase from
1 6 to 17 ;

but this would cause a fall in the real wage-bill from
208 to 204.

It is probable that in a depression a reduction in the real

wage-rate would cause a rise in the real wage-bill. We know
from statistical information that during the depression be-

tween 1929 and 1932 money wage-rates fell much less

severely than commodity prices. This meant that the real

wage-rate had risen; and as we should expect, there followed

a reduction in employment. At the bottom of the depression

the real wage-rate was higher than before, so that the man
who could still find a full week’s employment got more for

it in real goods than before the depression. But the reduction

in employment had been so considerable, that the real wage-

bill, i.e. the total amount of goods that wage-earners could
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buy, had fallen heavily. It is reasonable to argue from this

that the opposite process may be expected in a recovery
;
as

prices rise more quickly than money wage-rates, the real

wage-rate will fall and employment will rise. But just as a

rise in real wage-rates was accompanied by such a fall in

employment during the slump that the total real wage-bill

was reduced, so we may expect a fall in the real wage-rate

during recovery to be accompanied by such an increase in

employment that the total real wage-bill will be increased.

If employers always adjust their present demand for labour

in such a way that the real wage-rate is neither below nor

above the marginal product of labour, it follows that, if

employment of labour is left in the hands of private enter-

prise,^ there are only two ways in which the number of

persons employed can directly be made to increase. Either

the marginal product of labour must rise or the real wage-rate

of labour must fall. It is impossible to increase the marginal

product of labour at will
;
for the marginal product of labour

depends upon the efficiency of the management of the firm,

the amount and form of the equipment with which labour

has to work, and the technical knowledge and skill both of

the workers themselves and of those who are managing the

firm. These things may change relatively slowly, but obvi-

ously they cannot be made to change immediately and rapidly,

simply to absorb the unemployed. The marginal product of

labour will be increased by any addition to the capital equip-

ment installed, since this will increase the importance of

having more labour to operate it. The marginal product of

labour will rise as labourers themselves increase their skill

and ability through obtaining better education, training, or

upbringing. Most technical inventions will raise the marginal

product of labour, though it is possible that some inventions

^ Even if industry is socialized, reasons are given in Part II, Chapter
VIII, and Part IV, Chapter 11, for believing that the state should con-
tinue to pay labour a real wage-rate equal to its marginal product. In
Part III, Chapter V, suggestions are made to enable a socialist state to
meet the problem of an equitable distribution of income, even if this

principle of wage payment were adopted.
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enable capital equipment to be used in such a way that,

although there is a rise in the total output produced by a

given number of men with a given amount of capital, yet the

importance of having one more man at work is actually

reduced. Over any period of time, in which capital develop-

ment and technical inventions are taking place, the marginal

product of labour will almost certainly be rising. And this

means that over a period of years more labour could be
employed without a fall in the real wage-rate, or that a rise

in the real wage-rate could take place without a fall in the

volume of employment.

But at any one moment of time the marginal product of

labour is given and cannot be immediately altered. In order,

therefore, to increase immediately the volume of employment
by an appreciable amount, the real wage-rate must be re-

duced. But the real wage-rate may be reduced either by
a rise in the price of commodities or else by a fall in the

money wage-rate unaccompanied by a corresponding fall in

prices.

What has been said in this chapter may seem unconnected
with, if not contradictory to the arguments of Chapters I to

VI. But this is not the case. In Chapters II to VI we were
discussing methods whereby the total amount of money
spent on commodities might be increased—^i.e. by a lowering

of the rate of interest or by increased public works expendi-

ture or by consumers’ credits. This increased expenditure

of money on commodities will raise the price of commodities,

and this—^provided that the money wage-rate is not raised

—

will lower the real wage-rate, which will cause employment
to increase. Thus the methods discussed in Chapters II to

VI all turn out to be methods of lowering the real wage-rate

;

what we have now to discuss is whether a reduction in the

money wage-rate will have the same effect. Whether a reduc-

tion in the money wage-rate will cause an increase in employ-

ment depends upon whether it will cause the real wage-rate

to fall. This is the precise question to which we must now
turn our attention.
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Let us suppose that all money wage-rates are reduced by

10 per cent. If in consequence of this all prices fell by lo

per cent., there would be no change in the real wage-rate;

since employers would be paying a man lo per cent less

money but would at the same time be receiving lo per cent,

less for their product, the number of men employed would

remain the same. But if, when the money wage-rate fell by

10 per cent., the prices of commodities fell by less than lo

per cent., then the real wage-rate would fall, and employers

would employ more men. We can best see what would

happen if all money wage-rates were reduced by lo per cent,

by supposing that, in consequence of this, commodity prices

also fell by lo per cent., and then asking whether the result is,

in fact, a possible one or not. If both money wage-rates and

money prices fell by lo per cent., there would be no change

in the real wage-rate and therefore no change in employment

and no change in the output of commodities. The money

wage-bill would also fall by ro per cent., since the same num-

ber are employed at a money wage-rate reduced by lo per

cent; but the real wage-bill will be unchanged, since the

the same number are being employed at the same real wage-

rate. The money incomes of the classes other than wage-

earners would have fallen by lo per cent.
;
for since the same

output of commodities is being sold at lo per cent, lower

prices, lo per cent, less money is being spent on commodities

as a whole. But since the money wage-bill has been reduced

by 10 per cent., lo per cent, less money is left over to go as

incometo the other classes of income receivers. Nevertheless,

the real income of these classes would be unchanged, because

the price of commodities has fallen by lo per cent, at the

same time that their moneyincomes have fallen by lo per cent.

We reach the important conclusion that if a lo per cent,

reduction in money wage-rates caused a lo per cent, reduc-

tion in prices, there would be no change in output or any one's

real income, but that all money incomes as well as all money
prices would be lo per cent, lower.

But if money incomes, money expenditures, and all money
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prices fell by 10 per cent., people would need to hold 10 per

cent, less cash in their pockets and 10 per cent, less money on
deposit with the banks. Similarly, each business firm would
need to hold 10 per cent, less money against its ordinary^

transactions. If then a reduction of 10 per cent, in the wage-
rate did cause a 10 per cent, reduction in all prices, this would
cause a 10 per cent, superfluity of cash and deposits held for

the purpose of carrying on ordinary day to day transactions.

What would people do in these circumstances? First of

all they might deposit some of the now superfluous cash with

their banks. But this would only increase their deposits with

the banks still further, and, as we have seen in Chapter III of

this Part, would cause the banks to increase their deposit

liabilities by lending more or by purchasing securities. In as

far as people were holding more deposits than they needed
for ordinary business purposes, they would probably invest

some of their deposits in securities. This purchase of securi-

ties by the banks and by members of the public would drive

up the price of securities and so lower the rate of interest,

until other people were willing to sell these securities and to

hold idle deposits instead of them. In other words, the 10

per cent, superfluity of cash and deposits would cause the rate

of interest to fall, and this, as we have seen in Chapter II,

would cause an increased moneyexpenditure on commodities.
Prices would therefore rise again, if they had at first fallen

by 10 per cent, in consequence of the 10 per cent, reduction

in money wage-rates. This secondary rise in prices would
cause some increase in employment, because prices would
have fallen less than money wage-rates.

A 10 per cent, fall in all money wage-rates will therefore

have the same effect on employment as an increase in the

amount of money. But there are reasons for preferring the

methods outlined in Chapters III to VI for curing unem-
ployment to the method of reducing money wage-rates.

First, we have seen that a reduction in money wages will

cause an increase inemployment onlybecause itwill make some
cash and deposits superfluous and so cause a fall in the rate
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of interest. This indirect effect on the rate of interest may

take some time to make itself felt. It will not operate until

people realize they are holding superfluous balances ofmoney

.

It is therefore better to operate on the rate of interest

directly, by the monetary means discussed in Chapter III.

Secondly, there are serious practical difficulties in reducing

money wage-rates. Money wage-rates are fixed for fairly

long periods of time by Trade Union agreements or by the

regulations of state bodies such as Trade Boards or Agricul-

tural Wage Boards. It is practically impossible to reduce

money wage-rates by a given percentage in all industries at

once. To do this as an indirect means of reducing the rate of

interest, when the rate of interest can be reduced directly

by monetary action, is absurd. Thirdly, there are many other

payments which are fixed in terms of money for long periods.

These fixed money charges will become more onerous, if

money prices fall. Thus the payment of interest on the

national debt and the payment of interest by industrial

companies on debentures is fixed in terms of money. If

prices fall by only 5 per cent, when the money wage-rate is

reduced by 10 per cent, this will certainly cause a reduction

in the real wage-rate and so an increase in employment. But

higher rates of taxation will have to be levied on the reduced

money incomes in order to meet the interest on the national

debt. Interest payments on debentures will also become

more burdensome. Normally a fall in money prices and in all

other money costs would merely cause a transference of real

income from the owners of ordinary shares, who are entitled

to the remainder of an industry’s profits, to the owners of

debts fixed in terms of money ;
for if the total money profits

of an industry fall by 10 per cent., and if some persons must
be paid fixed sums of money out of the reduced profits of the

industry, the money income of the owners of ordinary shares

will fall by more than 10 per cent. But if the total amount of

debt fixed in money terms is large, a reduction in all money
prices and other money costs by 10 per cent, might make it

impossible for the industry to meet its debts. In this case
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some firms may be driven into bankruptcy. If extra employ-
ment is given by raising the price level without any change in

the money wage-rate, by the means discussed in Chapters

III to VI, this will also reduce the real burden of debt in

terms of commodities. Nor is this necessarily unfair to the

owners of debentures and government securities
;
for a time

of depression and of heavy unemployment is always one in

which prices have fallen because of the falling off in monetary
demand. To raise prices again is not to rob those who
receive fixed money incomes

;
it merely prevents them from

enjoying the unexpected increase in the real purchasing power
of their incomes, which has been caused by the fall in prices.

Fourthly, although the effect of a reduction in money wage-
rates will in the end cause prices to fall less than money wage-
rates so that there is some increase in employment, yet there

will be some fall in prices; for otherwise money balances

would not become superfluous and there would be no fall in

interest rates to stimulate employment. While this fall in

prices is taking place, every one will have an incentive to

hoard money and to sell goods, which are falling in money
value. For this reason money balances may not at first be
considered superfluous, and interest rates will not fall until

after the fall in prices has continued for some time. For this

reason reductions in money wage-rates are slower than direct

banking action in their effect upon the rate of interest and so

upon the volume of employment. For the reasons discussed

above it is better not to rely on reducing money wage-rates

but on the methods suggested in Chapters III to VI to give

employment. But we may conclude from this discussion

that Trade Unions and Trade Boards in regulating money
wage-rates should not attempt to increase employment by
increasing money wage-rates in the belief that this increases

purchasing power. This view is fallacious. If industry is

left to individual enterprise, an immediate increase in em-
ployment must be accompanied by a reduction in the real

wage-rate; and for this reason money wage-rates must not

be raised in an attempt to offset every rise in commodity
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prices. In Part III we shall examine methods by which

inequities in the distribution of income can be rectified with-

out raising real wage-rates above the level required to

maintain full employment
;
and in the next chapter we shall

discuss the proper policy to be adopted by those who are

responsible for the fixation of money wage-rates.



VIII

THE PROPER CRITERION OF POLICY

WE have shown certain ways in which the total money
demand for commodities may be increased in order

to absorb unemployed labour. We are now in a position to

explain what are the safe limits to which a policy of expansion

can be carried.

The representatives of labour—^whether they be the in-

dividual labourers themselves, trade union officials, or mem-
bers of wage boards—can only demand a higher or consent

to a lower money wage-rate, though they intend thereby to

raise or lower the real wage-rate. The workers in any trade

are likely to demand a higher money wage-rate if the real

wage-rate in that trade is low or if the amount of unemploy-
ment in that trade is small. For the lower the real wage-rate,

the greater will be their insistence that wage-rates shall be

raised; and the smaller the volume of unemployment, the

smaller will be the pressure of unemployed workers seeking

jobs in the trade, and so the greater will be the ability of those

already employed in the trade to insist successfully upon a

higher wage-rate.

Suppose that by means of the measures already discussed

total money expenditure on goods, and so the price of goods,

were greatly and rapidly raised, so that in consequence there

were such a fall in the real wage-rate that all the unem-
ployed were drawn into employment. Since the reduction in

real wage-rates and in unemployment would be very great,

workers would probably insist on higher money wage-rates

in an attempt to raise their real wage-rates again. If the

workers succeeded in raising real wage-rates—^i.e. if the

monetary policy adopted did not allow a further rise in

commodity prices—^unemployment would grow again. If,

on the other hand, a further expansion of the money demand
for commodities were allowed so that commodity prices rose

as rapidly as money wage-rates,unemployment would not rise
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again. But in this case workers would not have succeeded

in raising real wage-rates. Still higher money wage-rates

would be demanded, and a still further rise in commo-
dity prices would be necessary to avoid unemployment. To
reduce unemployment to a very low level by the expansion

of the money demand for commodities might therefore in-

volve an inflation of money incomes and prices, proceeding

with ever-increasing rapidity, since all the time workers

would be raising money wage-rates in a vain effort to raise

real wage-rates.

An expansion of money incomes and prices cannot be

dangerous, until it reduces the real wage-rate and the volume
of unemployment to the point at which the general level of

money wage-rates begins to rise. But even if the policy of

monetary expansion is carried somewhat beyond this point,

there is no danger. We have already seen that as capital

development takes place, the marginal product of labour will

rise gradually. If the volume of unemployment is reduced by
monetary expansion to the point at which money wage-rates

begin to rise (but no more quickly than the gradual rise in the

marginal product of labour due to capital development), there

will be no need for a continuous rise in commodity prices to

maintain the existing volume of employment. For if the

marginal product of labour is rising by 2 per cent, per annum,
the real wage-rate paid to labour will be rising by 2 per cent,

per annum without any diminution in the volume of employ-
ment; and money wage-rates may therefore rise by 2 per

cent, per annum without any rise in the money price of

commodities becoming necessary to prevent the growth of

unemployment.
An estimate should therefore be made of the rate at which

the marginal product of labour is likely to rise because of

capital development. This can serve as a practical criterion

of policy. The total money demand for commodities should
be raised so long as money wage-rates are rising less quickly,

and a policy of contraction must be adopted as soon as money
wage-rates are rising at an appreciably greater rate. In
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Chapter VI proposals were made for the financing of un-
employment benefit by new money when unemployment
was above the 'standard’ volume. This volume we have now
defined precisely. Unemployment is of the 'standard’ size

when it has been just sufficiently reduced for money wage-
rates to start rising at the same rate as the marginal product
of labour.

There are certain ways in which this 'standard’ volume of

unemployment may itself be reduced, though it is not
possible for it to disappear completely. In any modem state

in which industrial progress and change is taking place there

is bound to be some unemployment. The consumers’ demand
for different commodities will change from time to time, and
inventions will take place, which will cause some industries

to expand and others to contract. For reasons of geographic

location, specialized training, and lack of knowledge of

opportunities, labour will take time to shift from contracting

to expanding industries, and, at any one time, some labour

must be unemployed. A very great rise in total money de-

mand and consequently in all money prices would be neces-

sary to provide full employment in the specially depressed

and contracting trades
;
and for this reason the general level

of money wage-rates would start to rise very rapidly, if an
attempt were made by monetary expansion to reduce unem-
ployment literally to zero.

But, in the first place, it is possible to improve the organiza-

tion of the labour market so that any labourer moving from
a low paid to a higher paid occupation can find an appropriate

job, learn a new trade, and move to anew districtmore quickly.

Some reference is made to measures of this kind in Part II,

Chapter VII (p. 173). If this is done, a smaller volume of

unemployment would be necessary to exert a given down-
ward pressure on money wage-rates in the trades and occu-

pations into which labour is moving, and the 'standard’

volume of unemployment would be reduced. Secondly, those

responsible for fixing money wage-rates must realize that an

immediate and considerable diminution in unemployment
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must be accompanied by a fall in the real wage-rate. Ifmoney

wage-rates are pushed up in spite of considerable unemploy-

ment, then the ‘standard’ volume of unemployment will be

high. The ‘standard’ volume of unemployment will be con-

siderably reduced, if those who are responsible for fixing

money wage-rates refrain from demanding a rise in wage-

rates as long as there is any considerable unemployment.

It is for this reason that the pa5Tnent of unemployment

benefit on too generous a scale may cause unemployment.

It is sometimes held that it causes unemployment, because

it makes the unemployed unwilling to work ;
but even if this

were so, there is an easy remedy. If unemployment benefit

cannot be claimed by any one who refuses a suitable job, and

if the Labour Exchanges are made to work efficiently as

Labour Exchanges, so that they can always tell the worker

when there is a suitable vacancy, there is no danger that a

worker will live in idleness when he might be working. But

it may raise the ‘standard’ volume of unemployment by

making those who are responsible for the fixing of money

wage-rates more insistent upon raising money wage-rates,

even though there is considerable unemployment; for the

higher the scale of unemployment benefit, the less will those

in work be concerned with the volume of unemployment

when they consider their demands for higher money wages.

In Chapter VI of this Part it was suggested that a generous

scale for unemployment benefit should be adopted in order

to prevent the demand for consumption goods from falling

off, when unemployment rose; and the higher the rates of

unemployment benefit, the more effective this scheme would

be. The doctrine of ‘Work or Maintenance’—i.e. the prin-

ciple that a man who is unemployed through no fault of his

own should be maintained at a standard as high as he would

obtain in work—^is both equitable and also desirable for the

purpose of maintaining the demand for consumption goods.

Nothing stands in the way of the principle except, that it

might increase the tendency for money wage-rates to be

pushed up in spite of heavy unemployment. It is therefore
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of the utmost importance that those responsible for fixing

money wage-rates should not insist upon raising them so

long as there is any substantial volume of unemployment,
but should rely on the measures suggested in Part III to

obtain a more equitable distribution of income.
We have shown on what principles a ‘standard' volume of

unemployment may be estimated, and have argued that when
unemployment differs from this a policy of monetary ex-

pansion or contraction should be adopted to bring the volume
of unemployment back to this ‘standard’ level; but we have
not yet shown how quickly unemployment should be brought
back to this level. If the ‘standard’ volume of unemployment
is 500,000 and the actual volume of unemployment is

1,000,000, a policy of expansion should be adopted. But
should the authorities attempt to reduce this 1,000,000 to

500,000 in the course of a year or in the course of five years ?

Just as there are dangers in expanding beyond a certain

point, so there are dangers in expanding too quickly up to

that point. If an attempt is made by monetary expansion to

reduce unemployment rapidly, there will be a rapid rise in

prices which must cease as soon as unemployment has been
sufficiently reduced. But it is extremely difficult to stop a

rapid rise of prices without a subsequent fall in prices and a

regrowth of unemployment. As long as the monetary ex-

pansion continues, the price of consumption goods and of

capital goods will be rising; and as industry is becoming
more profitable, the price of ordinary shares will rise. This
upward movement of prices itself provides a strong incentive

for increases in expenditure. When prices are rising no one

will desire to hold money, but rather to hold goods or securi-

ties, since, if bought and held for a time, they can be sold

for a money profit. Every business concern will have a strong

incentive to speed up expenditure on capital goods, which
will be more expensive in the future

;
merchants will increase

their stocks; business concerns will increase their holdings

of raw materials
;
and private individuals will desire to hold

ordinary shares rather than money, and may even speed up
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their expenditure on such durable consumption goods as

motor-cars in anticipation that they will be more expensive

in the future.

If the rise in prices is rapid, a great deal of expenditure

will be undertaken solely because prices are rising
;
and if the

rise in prices stops suddenly, all this expenditure will also

stop suddenly. This cessation of expenditure is likely to

cause the total value of monetary expenditure not only to

stop rising but actually to fall. But if the total expenditure

falls, prices will begin to fall and unemployment will grow.

As soon as prices begin to fall, people will have every incen-

tive to postpone expenditure and a general slump will be hard

to prevent. This difficulty can be avoided if prices are

allowed to rise only slowly, and if this rise in prices becomes

gradually less and less rapid, until the point is reached at

which unemployment has been reduced to the ‘standard’

volume. For in this case there will be no very great volume
of expenditure being undertaken solely because prices are

rising, and, in so far as such an incentive for expenditure does

operate, it will be gradually and not suddenly removed.

But there is a second reason why such a policy of moder-
ately slow expansion at an ever-diminishing rate is necessary,

if a subsequent slump is to be avoided. There are, broadly

speaking, two reasons why new capital goods are purchased.

In the first place, producers may instal machinery of the same
character as the machinery which they already possess,

because they are employing more labour and wish to equip

the new labour with the same capital equipment as the labour

already employed. Secondly, producersmay instalmachinery
of a new type, because they find it profitable to employ a

larger proportion of capital to labour. If the demand for

consumption goods is increasing and there is unemployed
labour to be absorbed, machinery of the old type will be
demanded to equip the newly employed labour, even if there

is no fall in the rate of interest at which money can be
borrowed for capital development. For the rising demand for

consumption goods itself will make it profitable to expand
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productive capacity. If, however, the demand for consump-
tion goods is not expanding rapidly there will be a demand
for more capital goods only if it becomes profitable to

substitute capital for labour, i.e. to produce by new methods
of production with a larger proportion of capital equipment
to labour. Such an incentive can be provided only by a fall

in the rate of interest, which reduces the cost of using

capital relatively to the cost of employing labour.

If, therefore, the demand for consumption goods is allowed

to increase rapidly in order to reduce unemployment rapidly,

there will at first be a large demand for capital equipment of

the old type to equip the newly employed labour. But as soon
as the demand for consumption goods is no longer allowed

to rise rapidly, the demand for capital goods of the old type
will disappear. For this reason as soon as the rapid increase in

money expenditure were stopped, the greater part of the exist-

ing expenditure on capital development might cease; and this

in turn would cause a fall in employment in the industries

producing capital goods, in the price of capital goods, and in

the incomes of those producing them. This in turn would
cause a fall in expenditure on consumption goods, and so a

fall in employment and prices in these industries as well. The
cessation of a rapid expansion would itself have led to a

contraction in money expenditure and a general slump.

As soon as the demand for consumption goods is no longer

allowed to expand rapidly, the demand for new capital goods

can be maintained only if the monetary authorities bring

about so rapid and considerable a fall in the rate of interest

that a demand for machinery of new types is developed,

equal in magnitude to the existing demand for machinery,

which depended upon the continuation of the rapid expan-

sion in the demand for consumption goods. But for reasons

that we have already discussed such a possibility is remote.

The banks cannot immediately reduce interest rates, if people

do not expect interest rates to fall
;
and in any case the banks

can onlyindirectly affect the rate of interest on industrial secu-

rities, since the banks will, in the main, purchase government
4284 Q
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securities and will directly reduce the yield only on this type

of security. But even if interest rates do fall promptly, pro-

ducers cannot suddenly realize what new types of machin-

ery have become profitable or make their plans for such

alterations in their methods of production. If there is any

delay in turning from a demand for machinery of the old

type to a demand for new types of machinery, there will be a

fall in total expenditure on capital goods and a slump will not

have been prevented.

This difficulty can be avoided if unemployment is ab-

sorbed at a relatively slow and ever-diminishing rate, as the

‘standard’ volume of unemployment is approached. If the

demand for consumption goods and so the demand for labour

is never allowed to expand at a rapid rate, there will never be

a very large demand for capital of the old type to equip the

newly absorbed labour
;
and from the very start a considerable

proportion of the total demand for capital goods will have

to be induced by a falling rate of interest giving an incentive

to increase the proportion of capital to labour. If, moreover,

there is a gradual reduction in the rate at which the demand
for consumption goods is allowed to expand, the demand for

old types of machinery will gradually fall off, and the fall in

the rate of interest need be only gradually accelerated. There
will be no point at which a sudden fall in interest rates is

necessary in order to stimulate a sudden increase in the de-

mand for new types of machinery.

These considerations lead to a simple criterion for the

proper rate of monetary expansion. Suppose that there are

1,000,000 unemployed in excess of the ‘standard’ volume.

If in every year lo per cent, of the existing volume of unem-
ployment is drawn into industry, the actual numbers drawn
into industry each year will gradually diminish. In the first

year 100,000 will be absorbed, in the second year 90,000, and
so on, so that year by year the number absorbed will gradually

diminish. We may conclude that the ‘standard’ volume of

unemployment should be estimated, and that according as

actual unemployment is greater or less than this, a policy of
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monetary expansion or contraction should be adopted. Any
expansion should, however, be controlled in such a way

—

through the control of interest rates, of public works expendi-

ture, and of consumers’ credits—that in each year a certain

percentage (e.g. 10 per cent.) of any excess of unemployment
above the ‘standard’ is absorbed into industry. By this means
it can be judged not only whether a policy of expansion or

of contraction should be adopted but also whether the rate

of expansion or of contraction should be altered.



IX

OTHER METHODS OF REDUCING
UNEMPLOYMENT

I
N Chapter VII of this Part (pp. 68 and 69) it was stated

categorically that in a competitive economic system

employment could not be immediately increased without an
accompanying reduction in the real wage-rate; and it was
implied that any reduction in unemployment must be accom-
panied by a reduction in the real wage-rate. Neither that state-

ment nor that implication were altogether correct. It is the

purpose of this chapter to discuss measures by which the

state may cause an immediate reduction in unemployment
unaccompanied by a reduction in the real wage-rate. These
measures can be divided into three groups

:

(a) the restriction of hours of work in order to share a

given amount of work among a larger number of

persons,

(b) the removal of men from the labour market, and
(c) the removal of taxes on employment or the subsidiza-

tion of employment.

The first two of these methods attempt to reduce unemploy-
ment without increasing employment, i.e. to reduce the

number of hours a day or the number of years in his life for

which a man seeks employment, so that even if no greater

total amount of work is done there will at any time be less

people seeking work.

Since our present object is to show how unemployment
may be reduced without any fall in the real wage-rate, it is

convenient to assume that a positive monetary policy is

adopted by means of which the price level of commodities
is kept constant. This involves the assumption that, bymeans
of banking control over interest rates and of public control

over public works expenditure and consumers^ credits, the
total volume of money expenditure is so adjusted that no
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rise or fall is allowed in the general level of commodity prices.

If this is done, real wage-rates will vary directly with money
wage-rates ;

and we can therefore state our present problem
by asking whether unemployment can be reduced without a

fall in the money wage-rate. But throughout this chapter it

must be carefully remembered that the measures discussed

may of themselves cause some change in the total money
demand for goods and so in the general level of commodity
prices

;
we are, in fact, assuming that a deliberate and success-

ful monetary policy is being pursued, which offsets any such
effect of the measures discussed. We are making this assump-
tion solely to simplify our investigation

;
it is not suggested

that the stabilization of commodity prices is the correct

criterion of monetary policy.

In discussing the restriction of hours of work as a means of

curing unemployment we must first differentiate between the

hourly and the weekly wage-rate. If a man is paid for a

week^s work of 40 hours, he is being paid a money wage-
rate of IS. an hour. If the hours of work are reduced to 30 a

week, his weeklymoneywage-rate will fall to£i los. provided

the hourly money wage-rate is kept constant, or the hourly

money wage-rate will rise to i^. 4^. if the weekly money
wage-rate remains £2. If, as we are assuming, the price level

of consumption goods is kept constant, in the first case the

hourly real wage-rate and in the second the weekly real wage-

rate will remain unchanged.

Secondly, it must be decided how the hours worked in a

week are to be cut down. Should the length of the working

day be reduced ? Or should the working day be as long but

the number of days worked by each man be reduced? Or
should a larger number of shorter shifts be worked each day,

so that the working day ofthe factory remains the same though
the working day of each man is reduced? These different

methods will affect producers' costs differently. Those who
are interested in this problem are referred to a report by the

International Labour Office on Hours of Work and Unemploy--

ment published in 1933. To simplify the issues we shall
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suppose that the hours worked each day are unchanged, but
that the average weekly hours are reduced by giving each

man a complete day off every now and then. Thus suppose

that the weekly hours are reduced from 48 a week to 40. If

a 48-hour week were made up of 6 working days of 8 hours,

and this was then reduced to a 40-hour week, the working

day might still be 8 hours and the factory might still be open
for 6 days in the week, but every individual man would only

work 5 days out of 6. By arranging that out of every 6 men
employed each man takes a day off each sixth working day,

the weekly hours worked may be lowered from 48 to 40, and
by means similar to these the average working hours may be

reduced in any degree desired.

If all the men employed are of equal efficiency, a reduction

of hours of work of this kind should make no difference to the

number ofmen that will be at work in the factory at any time,

so long as the hourly real wage-rate is the same. If the hourly

real wage-rate, the number of hours worked a day, and the

number of days in the week on which the factory is open, all

remain the same, there is no reason why any change should

take place in the number of men the producer employs at

any one time. He still employs a certain number of men
for 8 hours a day for 6 days in the week, but these men
are not always the same men. If the hourly real wage-rate is

unchanged, the relation between the money demand price

for his commodity and his money costs will not have changed.

The only change will be that instead of 5 men being fully

employed and i unemployed, there will be 6 men employed
for 5 out of 6 days. The weekly real earnings of each of these

men will, however, be only five-sixths of their previous

earnings.

This is a sure method of sharing the same amount of

employment among more people. But if the weekly instead

of the hourly real earnings of labour remain unchanged, the

employer will have to pay the same weekly real wage as

before to 6 men, although only 5 of them will be working
at any one time. To him this is equivalent to a simple rise in
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the real wage-rate, and will cause a reduction in the number
of men put to work in the factory on each day. But this does

not necessarily mean that there will be an increase in unem-
ployment.

A numerical example will make the dhference clear. Sup-
pose that 500 people are employed in a factory for 6 days a

week, and that then the working week for each man is reduced

to 5 days a week with such a rise in the hourly real wage-rate

that the weekly real wage-rate remains constant. Since the

hourly real wage-rate is raised, there will be some diminution

in the total number of people at work in the factory on each'

day in the week. Let us suppose that for this reason the

number at work on each day falls from 500 to 450. In this

case 540 men must be attached to the factory: on each of the

6 days in the week one-sixth of the 540 men or 90 men will

be resting and the remaining 450 will be at work. In this

case although the number of men employed on each day has

fallen from 500 to 450, yet the volume of unemployment
will be reduced by 40, since the number of men attached

to the factory will have risen from 500 to 540. But if the rise

in the hourly real wage-rate, which was necessary to maintain

the weekly real wage, had caused the employer to reduce the

number at work in the factory on each day from 500 to 400,

then the total number attached to the factory would fall from

500 to 480 ;
and the volume of unemployment would rise by

20. £, Sho t
Thus a restriction in hours of work combined with a rise

in hourly real wage-rates will reduce the total amount of

work done
;
but it will decrease unemployment, if the rise in

hourly real wage-rates does not restrict the total volume of

work done beyond a certain point.^ We may conclude then

^ It will be clear to the student of economics that the result will depend
upon whether the elasticity of demand for labour in terms of the hourly

real wage-rate is > or < i. If the elasticity of demand is < i, a rise m
the hourly wage-rate will cause the wage-bill to increase. If the wage-bill

is increased and the weekly wage-rate is unaffected, more people must be
brought into employment. If the elasticity of demand is > i, the wage-
bill will fall when the hourly wage-rate rises, and therefore with a constant

weekly wage-rate unemployment will be increased.
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that it is always possible to reduce unemployment by a re-

striction of the hours of work without any fall in the hourly

real wage-rate, and that it may be possible to reduce unem-

ployment in this way without any reduction in the weekly

real wage-rate, if the necessary rise in the hourly real wage-

rate does not much diminish the total number of men at

work at any one time.

The second type of state action which will reduce unem-

ployment without a fall in the real wage-rate is the removal of

people from the labour market. The raising of the school-

leaving age or the payment of pensions to persons at the age

of 6o if they will retire from employment, will reduce un-

employment without a fall in the real wage-rate by reducing

the number of the young and of the old, who are seeking

employment. For the volume of employment given depends

upon the real wage-rate and the marginal product of labour.

Without any alteration in either of these quantities and there-

fore without any alteration in the volume of employment

given, these schemes would reduce the number of people

seeking work in the labour market and would so reduce the

volume of unemployment.
This conclusion is, broadly speaking, true, though there

are possible ways in which it may have to be modified. The
financing of the education of the juveniles or of the pensions

payable to people over 6o might have some repercussions on

the volume of employment given at the existing real wage-

rate. Taxes would have to be raised to finance the extra

education or pensions. If these funds were raised, for ex-

ample, by a tax levied on each worker employed, the net

real wage-rate received by the worker would be reduced

below the marginal product of labour by the amount of the

tax. With such a tax, therefore, the real wage-rate would have

to be reduced to maintain the existing volume of employ-
ment. But if the necessary funds were raised by appropriate

forms of taxation—^we shall discuss the different effects of

different taxes at length in Chapter IV of Part III—there is

no reason why the financing of these schemes, even if there
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is no fall in the real wage-rate should prevent them from
reducing unemployment by the number ofpersons withdrawn
from the labour market.

But there is a second way in which this conclusion may
have to be modified. These schemes will remove a certain

type of labour from the labour market; the raising of the

school-leaving age, for example, will remove all juveniles of

a certain age from employment. The real wage-rate and the

marginal product of juveniles is different from the real wage-
rate and the marginal product of older persons; and if an

employer is employing juveniles for a certain job, he is doing

so because it is cheaper for him to do so. If all juveniles are

removed from the labour market and if the real wage-rate

of the older persons does not fall, it may not pay the employers
to substitute unemployed older workers for the cheaper

juveniles who are called to school. In as far as this happens,

it will be employment and not unemployment that is reduced
by the removal of juveniles from the labour market. It is

conceivable that unemployment will actually be increased

for this reason. For in certain occupations older men may
be employed side by side with juveniles, who are alone

capable of undertaking a certain vital part of the job. If the

juveniles are now removed from employment, it will not only

be impossible to substitute older unemployed workers for

them, but it will be necessary to throw out of work the older

workers, who were employed side by side with the juveniles.

But, in fact, the removal ofjuveniles from the labour market

will almost certainly reduce the amount of unemployment
at any given real wage-rate. For, in the first place, it will re-

move a number ofjuveniles, who are themselves unemployed.

And secondly, it is, in the vast majority of cases, possible to

substitute older men for juveniles. It may not pay employers

at the current real wage-rate to fill with older men all posts

vacated by juveniles who are kept at school, but it will

probably pay them to fill some of these posts
;
and only in rare

circumstances will it be necessary to throw older men out of

work, because they can no longer get juveniles to work with
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them. The removal of juveniles from the labour market will

increase unemployment, only if the number of older men,
who are thrown out of work because they can no longer get

juveniles to work with them, is greater than the number of

juveniles previously unemployed plus the number of posts

vacated by juveniles and refilled by older men.
The third way in which unemployment can be diminished

without any reduction in the real wage-rate is through the

removal of taxes directly levied on employment or through

the subsidization of employment. By these means the real

wage-cost which the employer has to pay for each man em-
ployed may be decreased without affecting the real wage-rate

received by the worker. Suppose that under an unemploy-

ment insurance scheme the employer and the worker have

to contribute i^. each a week. If the money wage-rate is £;z

a week the worker receives only 19^., since a week
is deducted from his wage as a contribution towards the

unemployment insurance fund; while the employer has

to pay £2 IS, for every additional worker, since he must
contribute for each worker employed. This is not only

true of contributions levied for an unemployment insurance

fund, but also of the other contributory insurance schemes

for Health and Pensions, so that at present the amount
levied in respect of each man employed is considerable.

Suppose that the zs. levied on each man employed for the

payment of unemployment benefit were raised by a different

form of tax, which does not vary directly with the number of

men employed, e.g. by a tax on industrial profits. Then the

amount which an employer has to pay for each additional

worker would be reduced by 2^ . a week without any reduction

in the amount actually received by each worker, so that it

would pay to employ more men at the same real wage-rate.

But this principle might be extended. Suppose that the

wage-rate is £^2 and that the state pays a subsidy of 10s, a

week to employers for every worker employed and raises the

funds for this subsidy by a tax on profits. In fact the state

is giving to employers in the form of the subsidy exactly the
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same amount which it takes from them in the form of the

tax on profits
;
but nevertheless it will cause an increase in

employment at a given real wage-rate. For each individual

employer knows that for every additional labourer employed
he will add only los. to his costs. Since the amount which
he must pay in taxation on his profits does not depend upon
the number of men he employs, each employer will take on
another man until the addition to his receipts from the sale

of the extra product has fallen from ^2 to £1 10s. Thus the

workers will get a wage-rate of £2, but will be employed up
to the point at which the value of their marginal product is

only £1 10s, It is sometimes suggested that for every extra

man employed employers should receive as a subsidy from
the unemployment insurance fund the whole or part of the

amount, which would have been paid to the man, if he were
unemployed. And the argument of this paragraph shows
that such action would cause an increase in the volume of

employment at any given real wage-rate received by the

worker.

There are, however, certain administrative difficulties in

the operation of this scheme. In the first place, if it were
simply stated that for every man employed through the labour
exchanges after a certain date, a subsidy of lo^. a week would
be paid, employers would immediately dismiss men in order

to employ them again in the near future to qualify for the

subsidy. This difficulty could be surmounted in the following

way. If the scheme were started in January 1937, an arbitrary

date in the past—say January 1936—^would be chosen. Each

employer would be told that for every man employed above

the number he was employing in January 1936 he would

receive the subsidy from the unemployment insurance fund.

If this were done, no one would have an incentive to dismiss

men in order to qualify for the subsidy on a larger number of

workers.

There is a second difficulty of the same nature. In order

that the funds paid in subsidy of wages should be most

profitably used, they should be paid only on the wages of
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those workers, who would not have been employed had the

subsidy not been paid. In the course of time some industries

will expand and others will contract, because of inventions

which substitute petrol for coal or motor-cars for carriages, or

because of changes in taste and fashion, which diminish the

output of crinolines and increase that of hikers’ shorts.

Further, even if there is little change of this kind within any

single industry some firms will decline owing to change of

management leading to decay, while others will expand;

some firms will disappear entirely, and others will take their

place. For this reason as time goes on there will be less and

less employment in the actual firms in existence in January

1^36—or whatever date is chosen as the fixed reference date

—and more and more employment will be given in new firms

or in old firms which have expanded since the fixed reference

date, so that a number of employers will qualify for the

subsidy on a large amount of labour, which they would in

any case have employed. After a considerable period of time

the vast majority of employment might qualify for the sub-

sidy, which could no longer, therefore, be met out of the

ordinary unemployment insurance fund.

The only way to overcome this difficulty would be to

revise the fixed reference date from time to time. But the

more frequently the reference date is revised, the less effective

will the subsidy become. If, for example, an employer was

employing 100 men in January 1936, he might employ no
men in January 1937, because he is promised a subsidy of

10^. a week on each man employed in addition to the number

employed in January 1936. It is possible that in January

1938 little change has taken place in his position and that he

would again be willing to employ 100 men without the sub-

sidy or no with the subsidy of lo^. a week on each of the

additional 10 men. But if the fixed reference date has been

changed from January 1936 to January 1937, he will be

promised a subsidy only on any men he employs in addition

to the no he was employing in January 1937. In these cir-

cumstances he would qualify for no subsidy and would reduce
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his employment again to 100. It is impossible to discover

exactly how many men each employer would have employed
at each date without a subsidy and then to offer the subsidy

on every additional man employed. Some arbitrary reference

date must be taken, and this date must be revised from time

to time, though the scheme will be less efficient than it would
be if all the necessary information could be obtained. But
in spite of these defects a scheme of this kind might be an
important aid in reducing unemployment without reducing

the real wage obtained by the workers.

We have seen that it is possible to reduce the volume of

unemployment without a fall in the hourly real wage-rate

by restricting the hours of work worked by each man, by
taking some persons off the labour market, and by removing
taxes on employment or by subsidizing employment. But
there is one important argument against the use of these

methods. In order that people shall be as well off as possible,

they must choose the proper balance between work and
leisure. In Part IV, Chapter II, it will be argued that this

result will be achieved if people are always paid hourly real

wage-rates equal to their hourly marginal product and are

then left free to decide—either individually, or where that is

impossible, by the collective decision of their Trade Union
representatives—how many hours they will work each day

and how many days they will work in the course of their life.

There may be special reasons for modifying this rule in

special cases
;
for instance the school-leaving age may be fixed

by legislation because children are not in a position to choose

for themselves the most desirable balance between real

income from work and the use of leisure in education. But

apart from such exceptional cases we must conclude that

unemployment should be cured by expanding the total money
demand for commodities through the measures suggested in

Chapters II to VI of this Part, even though this leads to some

rise in commodity prices and so some fall in the real wage-

rate. For the proper balance between work and leisure can

be maintained only by removing restrictions on the hours of
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work and the length of the working life, by removing all

taxes levied on the number of people employed^ and by
refraining from the payment of subsidies to employment. If

then we reject these schemes, we must rely on the other

measures suggested in Part III to obtain a more equitable

distribution of income.^

^ In Chapter VI of this Part a reformed scheme for the finance of

unemployment benefit was suggested, in which some contributions were
to be levied from the workers and employers for each man employed.
This scheme offends against the rule that no taxes should be levied

directly on employment. But the scheme has important advantages as a

means of preserving a high level of employment, and these advantages

must be weighed against the disadvantages mentioned in the text.

^ In Part II, Chapter VII, another way in which employment can be
increased without any reduction in the real wage-rate will be discussed.

In industries in which the labour market is imperfect, the fixing of wage-
rates by Trade Unions or by Wage Boards will increpe employment
without any reduction in the real wage-rate. No exception can be taken

to action of this kind provided that the Trade Unions fix the wage-rate
demanded in such a way that full employment can be attained.



PART II

COMPETITION AND MONOPOLY
I

THE MEANING OF PERFECT COMPETITION

I
N Part I of this book we discussed how all the factors of

production may be brought into employment. In this

Part we shall assume that all the factors of production are

employed at making something, and shall discuss how they

may be attracted to the production of those things which
consumers most desire. Our first task is to see what deter-

mines which things will, and which things will not, be pro-

duced in an economic system in which there is competition

between producers and in which property is owned and
economic decisions are made by private individuals.

A great deal is written about the advantages of competition.

The theoretical arguments in favour of such a system are

strong and must be carefully studied; but most of these

arguments rest upon a tacit assumption that there is ‘perfect

competition’ in the economy. We must, therefore, at the out-

set explain what is meant by perfect competition, in order

to understand the advantages of such a system. In Chapters

IV to VI of this Part we shall study how competition in

the real world departs from the perfection of the theoretic

system discussed in this chapter.

The study of a perfectly competitive system is important

for two reasons. First, it is impossible to understand the

many arguments which are based on the tacit assumption of

perfect competition, unless we know exactly what a perfectly

competitive system implies. But secondly, apart from gaining

an understanding of the text-book system, this study reveals

certain fundamental principles, which it is important to

understand before choosing between different economic

policies.

Economic activity is made up of a process of buying and
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selling commodities and services. These may be bought with

and sold for money or exchanged for other things, i.e. bought

with and sold for other commodities. The price of one thing

is the amount of other things which can be obtained for the

thing sold, and this price is usually expressed in a modem
economic system in terms of money. Consumers and pro-

ducers buy and sell commodities for money. Labourers and

employers buy and sell the services of labour, and the money
wage-rate is the price of labour. Lenders and borrowers buy
and sell the use of a loan of money for a period of time, and

the price of a money loan is the rate of interest, which is paid

for it.

We say that competition is perfect when two conditions

are fulfilled:

1 . when there is no artificial restriction upon the movement
of factors of production from occupation to occupation

in search of the highest reward, and

2. when no single unit of control—i.e. no single individual

or company which is deciding to buy or to sell something

—can by its own action appreciably affect the price of

the thing bought or sold.

1. The first condition implies that there are no artificial

restrictions preventing labour from moving from a low paid

to a highly paid occupation, or preventing owners of capital

and land from lending these factors to those producers who
offer the highest rate of interest or rent, or preventing pro-

ducers of raw materials from selling their products to those

who offer the highest price for them, or preventing new
producers from setting up a firm in any industry in which
abnormally high profits are to be obtained. We may give

two examples of the artificial restrictions, which we are at

the moment assuming away. First, a Trade Union or pro-

fessional body may limit the number of new persons who
can enter a particular occupation by restricting the number of

apprentices or by charging unnecessarily high entrance fees

to the profession, in order to maintain earnings in the occupa-

tion above the level of earnings in similar occupations.
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Secondly, the state may limit by licence the number of

producers who are allowed to produce a certain commodity.
2. The second condition needs more consideration. It

implies that there is a large number of buyers and a large

number of sellers, buying and selling identically the same
article or service and each knowing the price at which others

are buying and selling. An example will make this clear.

Suppose that there is a large number of independent farmers
producing wheat of a given quality and a large number of

independent consumers of wheat, and that every farmer
knows the price which every consumer is paying and every

consumer knows the price at which every farmer is selling.

The first consequence of these conditions is that all wheat
will be sold at the same price at any given time. For if

different prices were quoted in the market, the farmers would
sell their wheat only to the consumers who were offering high
prices, while consumers would buy only from the farmers

charging low prices, and all differences in price would be
abolished.

But the second and more important result of these condi-

tions is that no producer or consumer could aifect the price

of the commodity by his own individual action. If there is

a large number of consumers of an article, no single consumer
is purchasing an appreciable proportion of the product, so

that no single consumer can affect appreciably the total

demand for the product by varying his own purchases. If

there were a million consumers of bread each consuming a

loaf a week, and if one consumer decided to increase his

consumption by 100 per cent, and to consume two loaves

instead of one, the total demand would only rise from

1,000,000, to 1,000,001 loaves a week. This increase in

demand, though by no means negligible from the point of

view of the single consumer, would be negligible from the

point of view of the total demand for bread and would there-

fore exert a negligible effect upon the price of a loaf. Experi-

ence bears out this conclusion. No individual consumer of

bread argues that if he increases his demand he will increase

4284 II
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the total demand for bread and so raise the price
;
each decides

how much he will buy at current prices, assuming quite

correctly that his demand being but a drop in the ocean will

have no effect upon the price of bread. The same is true of

the producers of bread. If there is a large number of them

—

say a million producers each producing the same output—

a

100 per cent, increase in the output of one of them will only

cause a millionth increase in the total supply and will there-

fore have a negligible effect upon it, and so upon the price

of bread. Each producer will decide how much to produce

at the current market price; no one of them will expect

variations in his own supply to affect the market price.

This principle is true of the market for all commodities

and for all services. If there is a large number of independent

employers and workers, buying and selling labour of the

same efficiency, with knowledge of the wages which other

employers are offering and otherwage-earners are demanding,

no single employer will be able to affect the wage-rate of this

labour by employing more or less men, nor will any one

worker be able to raise or lower the wage-rate by offering

less or more labour. If there is a large number of borrowers

and lenders of capital, knowing the rates of interest at which
loans are being made, no one of them alone can affect this

rate of interest by offering to borrow or lend more or less.

This does not imply that if all the buyers of a commodity
decide to buy more of it, or if all the sellers decide to supply

less of it, the price will not rise
;
it merely implies that in a

perfectly competitive system no single buyer or seller will

think that his own action will have any effect on the price of

the commodity. Nor does this imply that a consumer or

seller of a commodity will never expect a change in its price.

A farmer in a perfectly competitive system will properly

expect a fall in the price of wheat if he thinks that a large

number of farmers are likely to put more wheat on the market
than before; perfect competition simply implies that no
single farmer will think that he can prevent, or in any way
affect, this fall in price by restricting his own output.
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We may draw certain important conclusions from this

definition of perfect competition. We may first ask on what
principles an individual consumer will spend his income in

order to get as much out of it as possible, if he knows that

he is unable to affect the price of any commodity which he

buys. Suppose that an individual consumer, with given

tastes and needs, has an income of 40^. a week to spend on
commodities, and suppose that there are only two com-
modities on which he can spend this income—loaves of bread

which cost 6d. a loaf and tea which costs a pound. (I take

these figures for their convenience, not for their probability.)

Suppose that he is buying 40 loaves of bread a week at hd.

each and 20 pounds of tea a week at i^. a pound. Is he getting

as much satisfaction as possible out of his income? It might

at first sight be thought that since he is spending half his

income on each commodity, he will be getting as much as

possible out of his income, only if the total satisfaction which
he gets from the 40 loaves a week is the same as the total

satisfaction which he gets from the 20 pounds of tea a week.

But this is not necessarily so. Since the price of a loaf of

bread is 6d, and of a pound of tea i^., the consumer can

have 2 more loaves of bread a week if he gives up i pound
of tea a week. He can increase the total satisfaction which he
gets out of his income by buying more bread and less tea, if

the gain from having 42 instead of 40 loaves of bread a week
is greater than the loss from having 19 instead of 20 lb. of tea

a week, regardless of the total satisfaction which he is at

present getting from the 40 loaves of bread or the 20 lb. of

tea.

Suppose that it does pay him in this way to spend is, more
on bread and i^. less on tea each week. Will it pay him to

spend still less on tea and still more on bread ? He can still

obtain 2 more loaves a week for the loss of i lb. of tea a week

;

and it may still pay him to reduce his weekly consumption

of tea by a further pound from 19 to 18 in order to increase

his weekly consumption of bread from 42 to 44 loaves. But
this transference of expenditure from tea to bread will pay
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him less than before. For the gain from having 44 instead of

42 loaves of bread a week will be less than the gain from

having 42 instead of 40 loaves a week, because the more
loaves he has the less will he want additional loaves

;
and at the

same time the loss due to having 18 instead of 19 lb. of tea

a week will be greater than the loss due to having 19 instead

of 20, since the less tea he has the more will he feel the loss

of a further pound. At some point, therefore, as he buys more
loaves and less tea, he will find that the loss of another pound
of tea a week would be greater than the gain from another

2 loaves of bread a week. At this point he cannot gain by
buying more bread and less tea.

It follows from this that, if factors of production are moved
from producing one commodity to producing another com-
modity in circumstances in which there has been no change

of consumers^ tastes or needs, the price of the commodity
produced in smaller quantity will rise while the price of that

produced in greater amount will fall. If a certain amount
of tea is being produced and bought by consumers for

a pound, while a certain amount of bread is being produced
and bought by consumers for 6rf. a loaf, consumers will be

buying tea and bread in such amounts that to each consumer
I lb. more tea is worth 2 loaves more bread. If now more
tea and less bread are produced, consumers will have to

purchase more tea and less bread. But if they have more tea

and less bread the importance of having i lb. more tea will be

reduced, while the importance of having i loaf more bread
will be increased. This means that if the tastes and the in-

come of consumers have not changed, an increase in the

total supply of tea will cause a reduction in the price which
consumers will give for it; on the other hand, a diminution

in the total supply of bread will cause consumers to pay
a higher price for each loaf.

This analysis is easily extended to cover the realistic case

in which the consumer can choose between a large number of

commodities which are offered in the market at different

prices. The consumer will maximize the satisfaction which
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he obtains from his income if he buys all commodities in such
amounts that the marginal utilities of the commodities are in

the same proportion as their prices. By the marginal utility

of a commodity is meant the extent to which a consumer’s
satisfaction would be increased if he had one unit more of

that commodity; and we have just shown that consumers will

get the most out of their incomes if they purchase commodi-
ties in such amounts that the proportion between the prices

of any two commodities is the same as the proportion between
the importance of having a unit more of these same com-
modities.

We can express this same fact in a slightly different way,
which is simpler for certain purposes. Each consumer
should distribute his expenditure upon different conimpdities

in such a wav tKan^^ needs ^lAQre fully

by gpfndi^g

another. The amount by which a man’s satisfaction is in-

creased if he spends one more unit of money on tea at the

current price of tea may be called the marginal utility of

money spent on tea. We may now restate the condition in

which a consumer will obtain the greatest possible satis-

faction from the expenditure of a given income: he should

spend his money in such a way on the different commodities
that the marginal utility of money spent on each commodity
is the same. The importance of having one shilling’s worth
more tea must at current prices be the same as the importance

of having one shilling’s worth more ofevery other commodity.
We can next discuss the results of perfect competition

upon the conditions of production and sale, and for this

purpose we must distinguish between the average cost of

production of a commodity and its marginal cost of produc-

tion. By the average cost is meant simply the cost per unit

of output—including in the cost all the six items enumerated

in Part I, Chapter I, pp. 2 and 3, namely, the wages, interest,

rent, cost of raw materials, cost of maintenance of the capital

equipment, and a sufficient profit to induce the owners and
managers to undertake the effort and risks involved in the
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business. By the marginal cost is meant the amount which

is added to the total costs of a business by producing one

more unit of output. The result of perfect competition is

that the price of each commodity will be equal both to its

average and to its marginal cost of production.

If producers are free to move from one occupation to

another, each commodity will tend to be supplied in such

amounts that its price is equal to its average cost of produc-

tion. If the price offered for a commodity were above its

average cost of production—^which includes the ‘profit’ to

producers necessary to make them continue production—new
producers would enter this occupation in which abnormally

high profits can be made. The total output would increase,

and so the price offered for the product by consumers would

fall. If, on the other hand, the price offered for a commodity

were below its average cost of production, the existing pro-

ducers would be making a loss, andwould therefore move into

other occupations
;
and this would continue until the total

output was reduced and the price offered by consumers was
therefore raised as high as the average cost of production of

the commodity.

Two additions must be made to this argument. First, it

may appear unreal to assume that if one commodity is being

produced at a loss, there are necessarily others which are

being produced at a profit. May it not be true that in a trade

depression every commodity is being produced at a costwhich
is above the price obtainable in the market for that commodity ?

May it not be that at other times every commodity, or nearly

every commodity, is being sold at a price above its cost of

production? In a depression, therefore, since there may be
no profitable commodities to produce, producers will have
no incentive to turn from the production of unprofitable

commodities
;
and if all commodities are being produced at

costs lower than the prices at which they can be sold, new
producers will not necessarily come in to increase the supply
of every commodity which is being sold at a profit. But we
are assuming that by the policies suggested in Part I the total
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money demand for commodities in general is properly ad-

justed to their money costs of production; and in this case

if some industries are depressed and making losses, there will

be others that are at the same time more than covering their

costs of production. The policy of Part I will bring it about
that the whole of industry will neither be making losses nor
profits, while the existence of perfect competition will in

these circumstances ensure that each individual industry is

neither making a loss nor a profit, since there would otherwise

be an incentive to move from the unprofitable to the pro-

fitable occupations.

Secondly, the shift of producers from industries making
losses to those making profits will not be immediate even in

a perfectly competitive system. Manufacturers will have
invested capital in the form of durable equipment in diflferent

industries, and it is neither possible nor profitable to shift

from one to another more quickly than the capital can be
moved from the first to the second industry. The trans-

ference of fixed capital goods such as factories, plant, and
machinery from a depressed to a prosperous industry will

take time, because existing machinery in the depressed

industry takes time to wear out, while new machinery for the

prosperous industry takes time to construct. Let us suppose

that in coal-mining only 2 per cent, and in car manufacture

6 per cent, is earned on capital. It is profitable to shift

capital from the coal-mines to motor-car firms. But in the

coal-mines the capital takes the form of shafts, trucks, props,

lifts, &c., none of which are of any use in a firm producing

cars. The shift of capital from coal-mining actually takes

place when those who direct the coal-mines refrain from

using money to replace these capital goods when they wear

out, and invest these sums either directly in some other

business or in securities which earn a higher rate of interest.

The actual equipment of the motor-car industry can only

be increased when sufficient time has elapsed for labour,

land, and capital in the engineering trade to produce more
machinery for the use of motor-car manufacturers. But
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though the shift of producers from one industry to another

may take some time, in a perfectly competitive system in

which the factors of production are free to move, the shift

will in the end take place, and all commodities will tend to

be sold at prices equal to the average cost of production.

In perfect competition lhe_^i^^^^ commodity will

tend to be equal to its marginal c^t asjwell as to its average

paS-" nf prAHi^rttonr Ixi Order to maximize his profit each

producer will produce more, so long as what he adds to

his costs by producing another unit—^which we call his

marginal cost—is less than what he adds to his receipts by

selling another unit. In perfect competition no single pro-

ducer can affect the price offered for his product by selling

more, so that by selling an extra unit he adds to his receipts

the price of that extra unit. In perfect competition each

producer of each commodity will therefore extend his pro-

duction, until the price offered for his product is equal to

the amount which he must pay for the additional factors of

production required to produce an extra unit, so that the

price of each commodity will tend to be equal to its marginal

cost of production.

But is it certain that in perfect competition the price of a

commodity can be equal both to its average and to its marginal

cost ? An individual unit of production, which we will call

a ‘firm’, may be too small or too large to be producing in the

most efficient manner. If a firm is too small, it cannot reap

the advantages of ‘mass production’. It does not pay to put

in certain efficient types of machinery, which are large and

costly, unless the output of the firm using that machinery is

sufficiently great to ensure that it will be fully used
;
and once

the machinery has been installed, a large output can be

produced with it without adding to the costs proportionately,

since the single block of machinery can serve a large as well

as a small output. Even in occupations in which mechanical

methods are not important, there must be at least one man
with a minimum amount ojf capital and land, and this ‘one-

man firm’ can, up to a point, produce more without a propor-
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tionate increase in total costs. On the other hand, when firms

become too large, the average cost of production is likely

to rise because the firms become too unwieldy for a single

management
;
for some single person must be responsible for

the final decisions and for the co-ordination of the different

branches of every business unit. At some point after the

economies of large-scale production have been well utilized,

and before the firm has become too large for a single manage-
ment, the average cost of production will be a minimum.
When the output has reached this size, we may say that the

firm is of the ‘optimum’ size.

fe^p&rffrt rnmpetition4he individual firms will tend to be
iof this opttTnnm-frwe. IL„the liemand prire,..adm,g, ia»»the.

market average cQ3t '-efa’'

fiTiTrtyft

size
,
nQ__firmJiLJhe indunty-enuld-fifwey--^ Firms

would leave the industry and the total output put on the

market would diminish, until the demand price had risen

to cover the average cost of firms of the optimum or most
efficient size. If, on the other hand, the demand price were
higher than the average cost of a firm producing the optimum
output, firms in this industry could make a profit over and
above their costs by producing an output near their optimum
output and selling it at a price higher than its cost. In con-

sequence new firm^ would be attracted to the industry, and
the total output waukL inemS^ T

the d£txn^nd.;pxia^

fallen to

outpjuL

Perfect competition would therefore cause the price offered

for the commodity to be equal to the cost of production of a

firm of the most efficient size. Anyfirm which produced more
or less than this optimum output would make a loss, since

its average cost would be raised above the market price of

the commodity. In these conditions each firm would tend

to be of the optimum size; for only a firm of the most

efficient size could cover its costs.

It can, however, beshown thatwhen a firm is ofthe optimum
size, its average cost will be equal to its marginal cost of



io6 THE MEANING OF PERFECT COMPETITION

production. The relationship betw^een average and marginal

costs can be explained by means of an analogy. Suppose

that a batsman has a batting average of 20 runs per innings.

If by going in for another innings he brings this average down,

he must have made a score of less than 20—i.e. he must have

added to his total score up to date a figure less than his

existing average
;
if he does not change his average, he must

have scored 20
;
and if he raises it, he must have scored more

than 20 in the new innings. In the same way suppose a

producer to be producing a certain output at an average cost

of 20^. per unit. If by producing another unit of output the

producer causes the cost per unit of output to fall, he must

have added something less than 20^. to his total costs by

producing the extra unit
;
if he causes no change in the cost

per unit of output, he must have added exactly 20^. ;
and if

he causes his average cost to rise, he must have added more
than 20^. to his total cost. The
term for Vhatja,piXMi.ucfir adds,!o his totaLQQStsi^pa;odu^
ap^|£unit'. So long, therefore, as a firm’s average cost can

be''^iwred by an increase in output, the marginal cost is

below the average cost; if a firm’s average cost would be
unchanged by an increase in output, the marginal cost is

Iequal to the average cost
;
and as soon as an increase in output

would cause a rise in a firm’s average cost, the marginal cost

is higher than the average cost. A firm is, however, of the

optimum size when its average cost has just ceased to fall and
has not started to rise, so that at this point the marginal cost

must be equal to the average cost. And, as we have already

shownthatinperfect competition afirm will beoftheoptimum
size, we may conclude that in perfect competition firms will

be of that size at which the price of the product can be equal
both to the marginal and the average cost of production.

The argument that in perfect competition the price of each
product will be equal to its marginal cost can also be expressed
by saying that each factor of production will be paid a reward
equal to the value of its marginal product. We have already
explained in Part I, Chapter VII, what is meant by the
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marginal product of labour. If a producer of boots, by
employing one more man with an unaltered amount of the

other factors, can produce 2 more pairs of boots a day, then
the marginal product of labour is 2 pairs of boots a day.

Similarly, if by employing one more machine with the same
amount of labour and land he can produce 3 more pairs of

boots a day, then the marginal product of a machine is 3
pairs of boots a day. The marginal product of any factor of
production in any industry is the amount by which the out-

put would be increased, if one more unit of that factor of

production were employed with the same amount of the other

factors of production. The value of the marginal product of

any factor is the price at which its marginal product can be
sold in the market

;
if the marginal product of labour in the

boot industry is 2 pairs of boots and if boots sell at lo^. a pair,

the value of the marginal product of labour in this industry

is£i.

If there is perfect competition, a producer will employ
each factor up to the point at which the price which he pays

for the factor of production is equal to the value of the

marginal product of that factor. The reader is referred to

pp. 63-6 of Part I, Chapter VII, for a full discussion of

this point; here we may summarize the conclusion of that

section. What an employer gains by employing another man
is the price at which he can sell the additional output due to

his employment, i.e. the value of his marginal product, less the

cost of employing another man, i.e. the wage-rate of labour.

In a perfectly competitive system, therefore, every employer
tends to employ more labour, so long as the wage-rate is

below the value of the marginal product of labour, and to

dismiss labour, if the wage-rate is above this value. The
same argument applies to land and capital. A producer will,

for example, put in more capital in the form of machinery,

if the annual cost of interest and maintenance of the machine

is less than the value of its marginal product (i.e. than the

price which he can get for the addition to his output caused

by putting in the extra machine).
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The marginaLproduct of

as more of it is employed^ ,
hut«risesr4f“there~4^^^^

creased employment of the otherfactors with-whiehr“k--c^

operates m.pXQdbiictioii. This fact is of great importance in

the development of our argument. If a producer has much
machinery and land but little labour, the marginal product

of machinery and land will be small and the marginal product

of labour will be great
;
for he will be able to add little to his

product by taking on still more machinery and land, but it

will be important to have a larger labour supply to work the

machinery. But if he had much labour and little land and

machinery, the productiveness of another labourer would be

small, as his machinery and land would already be over-

crowded
;
while it would add considerably to his product to

take on more machinery and land to employ with his excessive

labour force. For this reason the marginal product of any

factor depends not upon the absolute amount of that factor

employed, but upon the proportion between the amount of

that factor and the amount of other factors employed.

We have seen that in perfect competition more of each

factor of production will be employed in each industry until

the reward paid to the factor is as great as the value of its

marginal product. If, therefore, the factors of production are

free to move from the occupations in which their earnings

are low to those in which their earnings are high, they will

move from industries in which the value of their marginal

products are low to those in which the value of their marginal

products are high. This movement of factors will go on so

long as there is any difference in their earnings, so that perfect

competition will cause the value of the marginal product of

each factor to be the same in every industry. Suppose that

the value of the marginal product of labour is higher in

industry A than in industry B. This means that higher wages

will be offered in industry A than in industry B, and labour

will tend to move to industry A. But two things will happen.

In industry A the marginal product of labour will fall as

more labour is employed with the given equipment in that



THE MEANING OF PERFECT COMPETITION 109

industry, and at the same time the price paid for the product

of industry A will fall as more of this product is produced
and offered for sale. For both of these reasons the value of

the marginal product of labour will fall in industry A. The
opposite will happen in industry B. As labour moves from
that industry and less is produced there, the marginal product

of labour will rise and the price offered for the product will

rise. There will be a double set of influences lowering the

value of the marginal product of labour in industry A and
raising its value in industry B, and the movement of labour

to industry A will continue until the value of its marginal

product is the same in each industry.

These conclusions would, of course, be true only if there

were no restriction on the movement of factors of production

between different industries. But even if all unnecessary

restrictions of movement (such as legal restrictions or igno-

rance of the possibilities of moving to a job in which wages
were higher) were removed, an unavoidable economic cost

may be involved in such movement. Labour will be attracted

from industry B to industry A, only if the wage offered in

industry A is so much greater than the wage offered in

industry B that the increase in earnings offsets any cost in-

volved in this movement. Suppose that it costs a labourer

^100 to move to industry A from industry B, because the

change involves a geographical move or the learning of a

new trade. Suppose, further, that the value of the marginal

product of labour in industry A, and so the wage offered in

industry A, is £6 a year greater than the value of the marginal

product of labour, and so the wage offered to labour, in

industry B. Then the expenditure of a capital sum of ^100
on the move would raise his earnings by £^6 a year, and this

represents a yield of 6 per cent, on the money invested in the

move. Only if the labourer could borrow money at a rate

of interest lower than 6 per cent, would the move be worth

his while. We should restate our previous conclusion more
accurately by saying that in perfect competition the difference

between the value of the marginal product of any factor of
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production in any two industries cannot remain greater than

the cost of movement of that factor between the two indus-

tries; and we must reckon this cost as the interest which

would have to be paid on the sum borrowed for the move.

For this reason, even in a perfectly competitive community,

any existing distribution of factors of production either

among different occupations or among different districts

tends to be continued, even though this distribution of the

factors of production was due in the first place to chance or

to historical causes, which are no longer of importance. In

future when any argument is based on the statement that one

factor will move to one industry from another, because the

reward offered for it is higher in the one industry than in the

other, the passage must be understood to be subject to this

modification. This modification will be expressly mentioned,

only when it makes an important difference to the argument.



II

THE ADVANTAGES OF PERFECT COMPETITION

I
N the last chapter we explained the meaning of perfect

competition and outlined the principles on which the

factors of production would be distributed among different

occupations in a perfectly competithie .-systeriL In this

chapter we shall show that such a system has.^;ee Junda^
mental . adyaniages^ First, it would be impossible by produc-

ing more of one thing and less of another to make any one
consumer better off without making other consumers worse

off. Secondly, outpui: would be maximized in the sense that

it would not be possible with a given amount of the factors of

production to produce more of one commodity without

producing less of some other. Thirdly, each individual firm

would be of the most efficient size.

The first advantage—^that it would not be possible by
producing more of one thing and less of another to make any

one consumer better off without making other consumers
worse off—follows from these two facts:

(i) that each consumer spends his money on the different

commodities in such a way that the marginal utility

of the money spent on each commodity is the same,

and
(ii) that each factor of production moves into that in-

dustry in which the value of its marginal product is

highest.

Let us consider again the production and sale of two com-
modities, bread and tea. Each consumer spends his money
in such a way that the marginal utility of the money spent

on each commodity is the same, so that each consumer

would be just willing to give up an amount of bread

which sells for i^. in exchange for an amount of tea which

sells for IS. Any one consumer would therefore be better off

if he were given an amount of tea which at current prices

sells for more than in exchange for an amount of bread
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which at current prices sells for is. Thus it would be possible

for one consumer to be better off without any reduction in

the welfare of other consumers, if it were possible for the

community to produce an amount of tea which at current

prices sells for more than by giving up an amount of

bread which sells for for every other consumer could

then have the same amount of every commodity, while a

single consumer could be given more than one shilling’s

worth of tea in exchange for one shilling’s worth of bread.

But such a change in the output of different commodities

would be brought about automatically by the forces of com-

petition, if it were possible. For suppose that it is possible

by shifting a unit of labour from the bread to the tea industry

to produce an amount of tea which at current prices sells

for more than at the sacrifice of an amount of bread

which sells for The value of the marginal product of

labour must be higher in the tea industry than in the bread

industry, so that labour will automatically be attracted from

the bread industry to the tea industry ; or, in other words the

marginal cost of an amount of tea which sells for must be

less than the marginal cost of an amount of bread which sells

for IS. But in perfect competition, aswe have seen, the factors

of production will be automatically so distributed among
different occupations that the value of the marginal product

of each factor is the same in every industry, and the marginal

cost is equal to the price of the product in every industry.

This is still true if we take into account the fact that a

factor of production will move from one industry to another

only if the value of its marginal product in the one industry

exceeds the value of its marginal product in the other by
more than the cost of movement. Suppose that the value of

the marginal product of labour is £6 a year greater in the tea

industry than in the bread industry, that it costs a labourer

j^ioo to move from the one to the other, and that the rate of

interest is 8 per cent, per annum. In these circumstances

labour will not move to the tea industry, because although

its earnings would be raised by £6 a year it would lose ^8 a
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year in interest on the cost of movement. Yet it may seem
that in these circumstances it would be possible to improve
one consumer’s position without making any other consumer
worse off; for the shift of a unit of labour from the bread
industry to the tea industry would increase the output of tea

by an amount which at current prices sells for £6 more

—

and is therefore worth 3^6 more to the consumer—than the

amount by which the output of bread would be reduced.

But the production of a certain amount more tea involves

not only the use of one less labourer in the bread industry

but also the use of ^100 less capital in some industry or

another;^ for ^100 must be invested in the cost of moving
the labourer. In perfect competition the price offered for

capital will measure the value of its marginal product. If,

therefore, the rate of interest is 8 per cent., the use of £100
less capital in any industry will diminish the annual output

of that industry by an amount which sells for 3^8. If, there-

fore, one unit of labour were moved from the bread industry

to the tea industry, two things would happen: there would
be an increase in the output of tea, worth 3^6 more to con-

sumers than the reduction in the output of bread
;
but be-

cause of the investment oi ^100 capital in the cost of moving,

the output of some other commodity would be reduced by
an amount worth 3^8 to consumers. Allowing for both these

facts, it would not be possible to improve the position of

one consumer without worsening the position of others.

This would be possible only if the interest on the cost of

movement were less than the increase in the value of the

marginal product of the factor due to the move; but these

are just the conditions in which the automatic forces of

competition will themselves produce the desired movement
of factors.

The second advantage of perfect competition is that the

factors of production will always be employed in the most
^ The reader is reminded that we are arguing on the assumption that

full employment is being maintained by the measures discussed in Part I,

so that it is impossible to spend £100 on moving a worker without less of

something else being produced.

4284 I
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efiBcient combinations in different industries, so that if there

is full employment it will be impossible to produce more of

one commodity without producing less of some other . This

can best be shown by an example. Let us imagine that by

moving labour from the production of tea to the production

of bread, and at the same time moving capital from the pro-

duction of bread to that of tea, it is possible to produce as

much tea and more bread than before. This can only be the

case if the ratio between the marginal products of labour

and of capital in the one industry is different from^ the ratio

between the marginal products of labour and of capital in the

other industry. Suppose that in the bread and tea industries

the marginal products of labour and capital are as shown in

Table IV.

Table IV

The Ratio between the Marginal Products of Two Factors

differs in Two Industries

BREAD INDUSTRY

Marginal product of labour • • 4 loaves a day

Marginal product of capital . . 4 loaves a day

TEA INDUSTRY

Marginal product of labour . • i lb. a day

Marginal product of capital . . 3 lb. a day

By shifting one unit of labour from tea to bread the output

of tea will be reduced by i pound a day, and the daily output

of bread will be increased by 4 loaves. If at the same time

one unit of capital is shifted from producing bread to pro-

ducing tea, the output of bread will fall again by 4 loaves,

and the output of tea will rise by 3 lb. a day. The combined

result, therefore, of these two shifts is that the output of bread

remains the same, while the output of tea rises by 2 lb. a day.

The factors of production were not being used in the most

efficient proportions, since by using a larger proportion of

labour to capital in producing bread and a smaller proportion

in producing tea the output of tea could be increased without

diminishing the output of bread.
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Perfect competition would automatically readjust this

position, if it existed. In perfect competition each factor

will be paid the value of its marginal product, so that in the

circumstances illustrated in Table IV a unit of capital in the

bread industry would be paid the same as a unit of labour,

whereas in the tea industry a unit of capital would be paid

three times as much as a unit of labour. Capital would be
attracted into the tea industry and labour into the bread
industry. And this movement would continue so long as the

ratio between the marginal products of capital and labour was
higher in the tea industry than in the bread industry.

But as labour moved into the bread industry and capital

left it, the marginal product of labour would fall and that of

capital would rise; for when a large proportion of labour to

capital is employed, it becomes less important to have one
more unit of labour and more important to have one more
unit of capital. Similarly, as capital moves into the tea

industry and labour leaves it, the marginal product of capital

will fall and the marginal product of labour will rise. The
movement of the factors of production will therefore raise

the marginal product of capital in the bread industry and
lower it in the tea industry. At the same time it will lower the

marginal product of labour in the bread industry and raise

it in the tea industry. We shall then reach a situation of the

kind shown in Table V.

Table V
The Ratio between the Marginal Products of Two Factors

is the same in Two Industries

BREAD INDUSTRY

Marginal product of labour . . 3 loaves a day
Marginal product of capital . . 5 loaves a day

TEA INDUSTRY

Marginal product of labour . . li- lb. a day
Marginal product of capital . . 2J lb. a day

In these conditions, in both industries the marginal product

or the reward of labour is three-fifths of the marginal
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product or the reward of capital, and competition will not

cause any further change in the proportions, in which labour

and capital are employed in the two industries. But these are

precisely the conditions in which it is impossible to produce

more of one commodity without producing less of the other

.

Suppose that 5 units of labour are shifted from the bread

industry to the tea industry ;
the output of bread will fall by

15 loaves and the output of tea will rise by lb. Since the

marginal product of capital is 5 loaves, it will be necessary

to shift 3 units of capital into the bread industry to make

the output of bread rise again by 15 loaves, in order to prevent

any net fall in its output. But the loss of 3 units of capital

from the tea industry will cause the output of tea to fall again

by 7^ lb. to its previous level. Thus when the ratio between

the marginal products of the two factors is the same in both

industries, it is impossible to increase the output in one

industry without reducing the output in the other.

It must be realized that Table V only shows that the pay-

ment of a unit of labour will be three-fifths of the payment

of a unit of capital in the tea industry and in^ the bread

industry; it does not show that labour and capital will be

getting the same payments in each industry. This will be so

only if the demand price of a pound of tea is twice that of

a loaf of bread. Suppose that the price of a pound of tea is

i^. and that of a loaf of bread Then the payment of a

unit of labour in the bread industry will be 3 X 6<i. and in the

tea industry i|X i.e. i^. 6i. in both industries. The pay-

ment of a unit of capital will be 5 X in the bread industry

and z\ X in the tea industry, i.e. 2^. 6i. in both industries.

But if the price of a loaf is 3^. and that of a pound of tea is

6i., labour will be paid 3 X 3^. or 9^. in the bread industry

and i^Xi^. 6d, or 25“. 3<i, in the tea industry; while capital

will be receiving in the bread industry and 3^. 9^?. in

the tea industry. In this case both labour and capital will

move from the bread to the tea industry, where their earnings

are higher. The output of bread will fall and its price will

rise, while the output of tea will increase and its price fall.
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The factors of production will continue to move from the

bread industry to the tea industry, until the price of bread

has risen and that of tea has fallen sufficiently to enable each

factor to earn the same in each industry
;
but it will, of course,

follow that the ratio between their earnings in each industry

is the same. In other words, perfect competition will cause

the ratio between their marginal products in each industry

to be the same
;
and we have seen that this is the condition

in which it is impossible so to increase the output of one
commodity without diminishing the output of another.

This result is not modified by taking into account the fact

that factors of production will only move from one occupa-

tion to another if the difference in their earnings more than

covers the cost of movement. Suppose that in the tea indus-

try the value of the marginal products of both capital and
labour is £2^^ ^ while in the bread industry the value

of the marginal product of capital is ;£300, but the value of the

marginal product of labour is only £294 a year. Here is a

case in which the shift of a unit of capital from the tea to the

bread industry together with the shift of a unit of labour

from the bread to the tea industry would increase the out-

put of bread without reducing the output of tea. For there

will be no change in the output of tea, in which the marginal

products of labour and capital are the same
;
and the output

of bread will be increased, because an additional unit of

capital adds more to the product than is lost through the

disappearance of one unit of labour. Suppose, however, that

it costs labour £100 to move from the bread to the tea

industry; and suppose further that the rate of interest is

8 per cent., so that the cost of movement of labour can be

represented by 3^8 a year. It will not pay labour to move from
the bread industry to the tea industry, because the rise of £6 a

year in labour’s earnings would be more than offset bythe fact

that it costs £8 a year to move. But in these circumstances

the shift of capital from the tea industry to the bread industry

with a corresponding shift of labour from the bread to the

tea industry will no longer cause the output of bread to
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increase without any diminution in the output of tea. It

is still true that if one more unit of labour and one less unit

of capital is used in the tea industry the output of tea will

not be changed. But in the bread industry, while as before

there will be one less unit of labour and so a reduction in

output worth ;^294, there will not be one more unit of capital

available to increase the output by an amount worth £300.
For although one less unit of jcapital is needed.in the^tea

industry, j^ioo of this capital must be invested in the cost o£
sWfting^labour from the.,hi:ead to the tea industry and since

the marginal product of capital is 8 per cent., this in itself

will cause the output of bread to be reduced by an amount
worth £8 , Only if the marginal product of capital, and so the
rate of interest, were less than 6 per cent., would a net increase

in the output of bread be possible without any change in the
outpyt of tea. But if the rate of interest were lower than 6
per cent., it would pay labour to shift from producing bread
to producing tea.^

Finally, in a system of perfect competition each individual
firm will be of the most efficient si2e. We have already
proved this by showing in Chapter I of this Part (p. 105),
that the freedom of producers to move from one industry to
another will cause the price of each product to be equal to
the average cost of production of a firm of the optimum size,

so that each firm must be of the optimum size in order to
cover its costs.

^ In reality the rate of interest at which workers could borrow money
to move to another occupation would be much higher than the rate at
which capital could be borrowed for investment in industry. But this is
one of those 'artificiaP restrictions on the free movement of capital from
one use to another, which at the moment we are assuming away.
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THE DISADA^ANTAGES OF PERFECT
COMPETITION

I
N the remaining chapters of this Part our attention will

be turned to a criticism of laisser-faire^ By lamer-faire
we do not necessarily mean an economic system, in wEich
there is perfect competition

;
w^e mean simply an economic

system in which there is a minimum of state interference.

We shall see in Chapters IV andV of this Part that the absence
of such interference does not necessarily lead to perfect

competition. Our criticism of lamer-jair

e

therefore will fall

into two parts: the first, which we shall undertake in this

chapter, showing that even if there is perfect competition

there are disadvantages to be set against the three advantages

which we have discussed in the last chapter; the second,

which we shall undertake in Chapters IV to VI of this Part,

showing that laisser-faire in many cases does not lead to

perfect competition and therefore does not necessarily lead

to the three fundamental advantages of perfect competition.

It is hardly necessary to point out, as a criticism of a system
of perfect competition, that there are certain activities which
for one reason or another cannot be performed by private

individuals. There are three functions ofgovernment, namely,

defence, police, and the administration of justice, which
require the purchase and sale of goods and services by the

state, and which for obvious reasons cannot be left to the

free play of competitive forces : individual citizens cannot be
left to buy and sell justice in competition. Government inter-

ference with a competitive system in order to raise money
by taxation for the communal satisfaction of these needs is

clearly justifiable. How much should be spent by the state

on these services is mainly a political question, into which we
^ In Part I we have already suggested certain ways in which the state

should intervene in economic affairs in order to prevent unemployment.
The remaining chapters of this Part suggest reasons for state interference

of a different kind.
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shall not enter; but there are certain obvious economic

considerations to be taken into account in making these

decisions. For example, a rich community, in which the

real income of the average individual is high, can properly

afford to spend more than a poor community on the provision

of an efficient system of police and justice, because the use

of men and commodities for the provision of extra efficiency

in these services, rather than for the provision of commodities

and services supplied by the ordinary competitive processes,

will entail a smaller burden on a rich than on a poor com-

munity.

Apart from this there are three main criticisms.,

w

hich can

be directed against an .economic system of perfect competi-

’troh^Sombined with freedom of movement for the factors of

production. The first i$^-that.iLwould not bring about the

production of those commodities whLich...are...mi:^^

to consumers, because consumer&«faiL„JXL-.distrihaite«.th

expenditure wisely amongL^different commodities. If con-

sumers did consider carefully the importance of having a

little more of this and a little less of that, and if they did

know what was best for them, perfect competition and free-

dom of movement of the factors of production might cause

the economic resources of the community to be set to work
on the production of commodities in amounts which satisfy

their needs most fully. But do consumers really know what
is best for them ? This criticism depends upon fundamental

questions of psychology and politics, which it is my desire to

avoid in this book. But this question is of such great im-

portance in the formation of economic policy that it is well

to discuss the problem shortly, although the conclusions

reached are largely a matter of personal opinion. Do in-

dividuals know better than the state or some other semi-

official body what is best for them? Obviously in certain

cases they do not. A man who is ill will go to the doctor for

a prescription; he will not choose his own drugs from the

chemist’s shop. But this is not a case for interference with
the workings of perfect competition. For the consumer,
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realizing that he does not know the ‘marginal utility' of

different drugs, will inquire of some one who does know. It

is only in cases in which the consumer does not know what
will satisfy him most, but thinks that he does, that a case

can be made out on these grounds for interfering with the

free choice of consumers. There are many cases in which this

may be true. While a man who is ill may go to a doctor

rather than prescribe medicine for himself, he may under-

estimate the importance of spending money on medical

services as a whole. He may put off going to the doctor,

until an ailment is well advanced under the misapprehension

that nothing much is wrong, or he may habitually under-

estimate the risks of his falling ill and fail in times of health

to put aside sufficient to meet the probable medical costs

which he must face in times of sickness. If people habitually

spend too little on medical advice, there is a strong case for

some form of state subsidization of medical services or for

the state provision of compulsory insurance against illness.

Or again people may underestimate the advantages of edu-

cation and the state may be a better judge than the majority

of people as to how much should be spent on education
;

if

this is so, there is a strong case for interference by the state

to make education cheaper to people than it actually is.^ Or
drug addicts may, at the moment that the desire for the drug

seizes them, greatly overestimate the advantages to be gained

from the drug. Here again the state has a strong reason to

interfere with perfect competition by means of a prohibition

or limitation of the sale of the drug.

Whether the reader agrees with these particular examples

or not, there are occasions on which the individual consumer
either loses control of himself or else is ignorant, so that he

does not spend his income in the way that satisfies him most.

It may be agreed in principle that in these circumstances the

state should interfere, if it is likely to know better than the

^ That this is by no means the only argument in favour of subsidizing

education will become apparent when the distribution of the national

income is discussed in Part III
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individual how his need naay best be satisfied, and that it

should control his purchases by means of taxes, subsidies,

prohibition, rationing, &c. But in many cases of this kind

what is most desirable is state action designed to remove the

consumer's ignorance. For instance, should the consumer

buy pasteurized milk.? Some persons hold the view that

pasteurizing milk diminishes the chance of it causing tuber-

culosis, while others believe that it increases the risk of rickets.

Can the ordinary consumer properly decide whether to pay

a certain amount extra for pasteurized milk.? Mrs. A may
buy pasteurized milk, though it costs her more, because

Mrs. B tells her that Mrs. C's daughter died of tuberculosis

and did not drink pasteurized milk. Mrs. D may avoid

pasteurized milk because Mrs. E tells her that Mrs. F’s son

suffered from rickets and always drank pasteurized milk. Do
Mrs. A and Mrs. D really have sound reasons for their

choice.? Could not the state intervene with advantage, put

the question to the decision of expert opinion and compel

Mrs. A or Mrs. D to change her habit of life } If the answer

of the experts were overwhelmingly in favour ofthe one course

or the other, there would be a strong case for such action.

But quite possibly expert opinion would say that there is a

certain added risk of tuberculosis if milk is not pasteurized

and a certain added risk of rickets if milk is pasteurized.

In these circumstances it is extremely important that the

state should discover the most reliable answer to the question

and make every effort to inform Mrs. A and Mrs. D, so that

they know what are the risks involved. Mrs. A can then

decide best for herself whether she thinks that the extra

amount which she pays for pasteurization of her milk is

worth the lessened risk of tuberculosis and the greater risk

of rickets.

To state briefly my own opinion, in some cases there is a

case for direct state interference with the consumer's choice,

when it is probable that the consumer will otherwise buy
something which is definitely harmful to himself or neglect

something which is of benefit. There is a strong case, where
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technical ignorance is likely to affect the consumer’s choice,

for the promotion by the state of expert investigation in order

to inform public opinion. But in the majority of commodities
consumers should retain their freedom of choice. Whatever
economic system may be adopted, there will be a definite loss

involved if for the vast majority of commodities some
mechanism analogous in its effect to competitive prices is

not maintained; otherwise it would always be possible to

satisfy consumers’ needs more fully by shifting the factors

of production from one industry to another to produce more
of one commodity and less of another.

The second main criticism is that the extra cost to the

community of providing one more unit of a particular com-
modity may not always be the same as the extra cost to the

individual producer. The costs to the community of provid-

ing more of a commodity may be greater than or less than the

costs to the individual producer, and we may explain the

possibility of such differences by means of illustrations. Let

us first take a case in which the cost to the community is

greater than the cost to the individual producer. Let us

suppose that factories in one industry in a certain district

cause a great deal of smoke in the course of their activities,

and that this annoys private residents and other producers

in the district. The private residents and other producers

will have either to put up with dirty conditions of life and
work or will have to spend more on cleaning their clothes,

rooms, and offices. The cost to the community of producing

the product of the smoky factory is the cost to the individual

firm producing it
—

^let us say this is £2 a unit—^plus the extra

amount which other persons in the district must spend on
removing the dirt caused by the excessive smoke^ and let us

suppose this amount to be lo^. for every unit of the com-
modity produced. (Even if these other persons do not

actually spend extra money on cleaning up the dirt left by
the smoke-polluted air, they will lose in welfare because of

their dirty conditions, and some allowance must be made for

this.) Since the cost to the individual producers of producing
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one more unit of the commodity is £2, competition will cause

this commodity to be sold in the market for £2, But it costs

the community £2 10s, to produce another unit of the com-

modity.
, _

This commodity will be produced and sold in quantities

greater than are advantageous to the community. For since

it will sell for £2^ consumers will buy it up to the point at

w’hich the importance of having one unit more of it will be

the same to them as the importaace of having one unit more

of other commodities, which cost the community

produce ;
w^hereas if consumers are to get the greatest possible

satisfaction from the use of the existing factors of production,

they should purchase it only up to the point at which the

importance of having one unit more of it is the same as the

importance of having one unit more of other commodities,

which cost the community £2 los, to produce. There is a

case for interference by some public body to make the pro-

ducers of this commodity bear the cost of the smoke, either

by insisting on the use of devices which will prevent the

excessive smoke or else by taxing this commodity a unit.

The choice between these methods will depend among other

things upon whether the cost of smoke-abatement devices

is greater or less than io5'. a unit of output; if the cost is less

than this figure then the insistence on smoke-abatement

devices is preferable to the tax of lOi*. a unit of output.

Next we may give an example of a case in which the cost to

the community of producing a particular commodity is less

than the cost to the individual producer concerned. Suppose

that a farmer or landowner is considering the advantages of

draining a particular piece of land and that in order to under-

take this work he must borrow 100 at a rate of interest of

5 per cent. If the drainage would add an amount to his

annual crop which he could sell for £4. a year, it will not be

worth his while to undertake the development. And if this

is the whole result of his action it is best for the community

that he should not undertake the work; for the fact that 5 per

cent, is being offered by other persons for capital means that
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Other persons can find uses for an extra capital sum of £100,

which will add to their output an amount which consumers

value at ^ But it may be that the draining of this

farmer’s land will indirectly help to drain the land of a

neighbouring farmer, and will therefore add an amount to

his neighbour’s output which consumers value at £z a year.

If this is the case, the investment is desirable
;
for its marginal

product is 6 per cent, from the point of view of the com-
munity. But the farmer himself will not undertake it. In this

case there is an argument in favour of intervention by the

community to encourage production beyond the limits which

will be brought about by perfect competition; and this can be

done either by legal arrangements by which the individual

farmer can obtain compensation from his neighbour for the

advantages conferred upon him by the investment, or else by

a subsidy paid by some public authority on this type of

investment.

There is a third criticism of perfect competition, which is

far-reaching in its effects. There is no reason to believe that

a perfectly competitive economic system will distribute

income among different consumers in the most desirable

way. This objection to competition is only mentioned at this

point, because the whole of Part III is devoted to its dis-

cussion.



IV

IMPERFECT COMPETITION BET\VEEN SELLERS

I
N Chapter II of Part II of this book certain fundamental

advantages of a perfectly competitive economic system

were discussed. It is the object of this and the following

chapters to demonstrate that, even if there is no government

interference in economic matters, conditions of competition

in the real world are not perfect, and that for this reason the

advantages claimed for a competitive system in Chapter II of

this Part in actual fact only apply with considerable modi-

fication. An attempt will then be made to discuss the way in

which the disadvantages due to the imperfection of com-

petition may be removed.

On page 96 wt stated that for competition to be perfect,

no single buyer or seller must be able to exercise any appreci-

able control over any price. It was argued that, for this to be

so, the following three conditions must be satisfied:

(a) there must be a large number of independent sellers

;

(b) there must be a large number of independent buyers

;

and
(c) the market for the commodity must be perfect in the

sense that every buyer must buy from the seller who is

offering the lowest price and every seller must sell to

the buyer who is offering the higfxest price.

It is the object of this chapter to investigate the conditions

in which a single seller will be able to affect the price of the

commodity by selling more or less of it. In the next chapter

we shall investigate the conditions in which a single buyer

of a commodity can affect its price.

A single seller of a commodity will be able to affect the

price of the commodity, if there is not a large number of

sellers of that commodity. In that case each seller will be
selling a large proportion of the total output of the commodity
and will thus appreciably affect the total supply of the com-
modity by selling more of it. If there were only two producers
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of motor-cars, each one producing half the total output,

either of them would increase the total output of cars by

5 per cent., if he increased his own output by 10 per cent.

In these circumstances neither of the producers would

assume that the price of cars was unaffected by the number of

cars which he produced, since he would realize that if 5 per

cent, more cars are to be bought the price at which they are

offered to the purchasers must be lowered. This would be

true even if there w^ere a perfect market for the sale of cars,

in the sense that both producers were producing identically

the same product and the consumers always bought from

the producer who offered cars at the lower price.

Even if there is a system of complete laisser-faire, the

number of independent producers of a commodity will not

necessarily be great. The most obvious case of this is when

the legal ownership of a particular raw material is in one or a

few hands. In this case the single owner, or any one of the

few owners, could appreciably affect the total supply of the

raw material and could therefore control its price within

certain limits. By restricting the supply of this commodity

the producer could raise the price above the cost of its pro-

duction and so make a monopoly profit, i.e. an income which

is greater than would be necessary.tojnduce .him

pfoHucIng that.ampmLni the, product i£ he,, wae
^ntroLits43gKe^ In other circumstances, the fact that he

was making such abnormal profits would induce other pro-

ducers to enter this line of business, so that the number of

producers would grow and the price would be reduced to

the cost of production of the commodity. But such action is

impossible when the production is in the hands of a few and

there are no other supplies of it to be developed. There are

probably few if any cases in which there is only one or a very

limited number of natural sources of supply of a raw material.

But even if there were a large number of such sources of

supply, an artificial monopoly of this kind could be created

if all, or a large proportion, of the owners of such sources

agreed together to restrict the supply, so that a large propor-
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tion of the available sources were brought under a single

ownership or a single unit of control. If all the owners of

coal-mines agreed together to restrict their output and so to

raise the price of coal, each would be able to gain by the fact

that the price of coal was raised above its cost of production

;

and the high profits of coal-mining could not attract new

persons into the industry, simply because there were no other

coal-fields.

It might appear that apart from this possibility the

number of independent producers competing in the produc-

tion and sale of any commodity could not be successfully

restricted, unless the state restricted by law the number of

persons who are allowed to produce. Otherwise as soon as

any artificial restriction of supply by a combination of the

existing producers caused a rise in the price of the com-

modity above its cost of production, the abnormal profits

so earned would attract other producers into this line of

business, so that the production would again fall into the

control of a large number of independent producers. But

this is a mistaken view. There is another reason why a small

number of producers may maintain a monopoly position,

and this reason is by far the more important in the modern

world.

It has already been argued in Chapter I of this Part (p.

105) that there is an optimum size for a firm, that as the

output of the firm grows up to this optimum output the

average cost of production will fall and that as the output

grows beyond this optimum amount the average cost of

production will rise. In industries in which the technical

economies of large-scale production are very important, the

total demand for the product of the whole industry may be

small in relation to the optimum output of a single firm. It

may be that one or two firms of the optimum size would

produce sufficient to satisfy the whole of the consumers’

demand for the product; and in some cases the total con-

sumers’ demand may be less than the optimum output of a

single firm. In such cases the absence of government inter-
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ference will not lead to competition between a large number
of independent producers.

This point is made clear by the following examples. ]\Iotor-

cars, to be produced at the lowest possible average cost, must
be produced on a large scale

; and it follows that if there were
a ver^" large number of independent producers of cars no
one of them would be producing on a sufficient scale to

reduce the average cost of production to a minimum. In

these circumstances any one of the producers by producing

more could lower his costs, sell at a lower price, and drive out

some of his rivals; and this process would continue until

there were only a few producers left in the market. But as

soon as there are only a few producers left, each one of them
will be producing an appreciable part of the total output

of cars and each one of them will therefore affect the price of

cars by producing more or less. In the end there will be a

small number of producers of motor-cars, each one of whom
may be selling cars at a price higher than the cost of produc-

tion, Each one of them may be unwilling to produce more,

because by doing so he would appreciably increase the total

output of cars and would so lower the price of cars that he
would thereby reduce his own profit. No new producers of

cars may be willing to enter the industry, although the profit

made in it is abnormally high. For each new entrant would
know that in order to produce at a low cost and so to share in

these abnormal profits he would have to produce on a very

large scale. He would realize that this additional output of

cars would have a considerable effect on the total output of

cars and would therefore cause a considerable fall in their

price. He would realize that, while his entrance into the

business would remove the abnormal profit of those already

in the business, it would also so lower the price of cars that

he too would be unable to cover his costs.

In many cases single and complete monopolies may exist

for these reasons. In the case of the generation of electrical

current a large capital outlay on plant must be incurred to

set up a generating station. For this reason the average cost of

4284 tr
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production of the current will be high, unless the current is

produced on a sufficiently large scale to enable the plant to

be fully utilized. Similarly, a railway involves investment in

a large capital equipment of stations, tunnels, embankments,

permanent way, &c., and a small volume of traffic over the

railway is costly, since it has to bear the whole of these capital

costs. " But any additional traffic will add little to the total

costs of providing the extra service. In these circumstances

a single company generating electricity or a single railway

may be able to charge a price for its service higher than its

cost. It may not pay any one to set up a second company to

compete with the existing monopoly ;
for the formation of the

second company would involve a similar heavy capital outlay,

and would therefore need a similarly large volume of sales

to produce its service cheaply, and to double the service

might so lower the price which could be charged for it that

the new company would be unable to cover its costs.

^

But each individual producer may be able to affect the

price of his product, not only because there are few producers

but also because the market in wffiich the product is sold is

imperfect. The market in wffiich a commodity is sold is said

to be imperfect if the consumers of that commodity do not

invariably purchase it from the sellers who are offering it at

the lowest price. The main reasons for an imperfect market

are:

Ta) the existence of transport costs;

(b) lack of knowledge on the part of the consumers
;
and

(c) differences—whether real or imaginary—in the quality

or type of product, which each individual producer is

selling.

^ Even if there were sufficient traffic to allow two competing railway

lines to be profitably operated, yet there would be important economies
of operation to be achieved by a combination which brought the two lines

under a single management. For the two lines would not go by exactly

the same route and it would be important to arrange (e.g.) the time-tables

on the two lines in such a way that all the possible connexions were made
in the most convenient way. In the case of railways, therefore, however
great the traffic may be, there are important economies to be obtained
from a single control of the whole system in any district.
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1

For any of these three reasons any one individual producer of

a particular commodity may considerably aifect the price of

his product by selling more or less of it, even if there are a

large number of other producers also producing the article

in question. Any one of these three things may give a parti-

cular producer the support of customers whose purchases do
not depend entirely upon the price which he is charging, and
who thus form a special market for his product, to some extent

independent of the prices charged in the rest of the market
for the commodity.

(a) If the producers of a commodity are situated in

different parts of the country, and if the cost of transporting

the commodity from the factoiy to the consumer makes up
a considerable part of its total cost to the consumer, each

producer will affect the price of his own product by selling

more or less of it. Each producer will possess a semi-

independent market, composed of the consumers nearest to

his factory and protected by the cost of transport of his

rival’s goods into this area. Only by reducing appreciably

the price charged at the factory can he persuade those

consumers who live near his factory to increase their pur-

chases considerably
;
and only by a similar reduction in the

price charged at his factory will he be able to invade that part

of his competitors’ markets, which is geographically most
remote from their factories and geographically nearest his

own. In the absence of transport costs a quite inconsiderable

reduction in price would be sufficient to attract a large volume
of custom from his many competitors. Similarly, if trans-

port costs are heavy, each producer could raise the price of

his product without losing his whole market. The consumers
situated near him might buy less because the price was
higher, but would still buy from him rather than from his

competitors. For this reason perfect competition is non-

existent in nearly every industry; but if producers happen all

to be situated in the same district or if the cost of transport

of the commodity is small in relation to its cost of production,

the imperfections of competition due to this consideration are
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negligible. When production is geographically widely distri-

buted and costs of transport are important relatively to costs

of manufacture, each independent producer can exercise

considerable control over the price of his product by vaiydng

his output.

(b) Lack of knowledge on the part of consumers of the

prices at which a commodity is being sold by different

producers is another important reason why each producer

may be selling in a partially independent market. There may
be a large number of producers of an exactly similar article

selling in conditions in which transport charges are unim-

portant
;
but ifmost consumers have very imperfect knowledge

of the prices charged by each firm, a single producer may
have to low^er his price appreciably in order to be able to sell

more. A lowering of his price will cause those consumers

who are already purchasing from him to purchase somewhat
more and will attract from his rivals all those consumers who
realize that they can now obtain the product cheaper from

him. But if most of his rival’s customers do not realize that

he has low^ered his price, he will have to lower his price

considerably to expand his sales by a givenamount. Similarly,

if he raises his price, he will not lose the whole of his market.

Some consumers may now buy from producers who have not

raised their prices, but some will still remain with him,

because they do not realize that other producers are offering

the commodity at lower prices.

(c) The most important reason for an imperfect market is

the existence of real or imaginary differences in quality and
type in the article produced by each individual firm. There
may be a large number of independent producers of canned
fruit, but there may be differences in quality or taste of the

products of the different firms. Such differences will mean
that each producer has a partially independent market for

his own product. If one of them puts more canned fruit on
to the market, his increased output may have no appreciable

effect upon the total amount of fruit offered for sale
;
but in

order to sell his increased output he must nevertheless offer
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it at a considerably lower price. For such a reduction in

price will be necessary" either to persuade those who are

already purchasing his product to purchase more, or else

to attract from his rivals those customers who prefer the

particular quality or taste of other producers’ fruit. Whereas,

if there were no such differences in quality, a quite inconsider-

able reduction in price below that charged by his competitors

would suffice to attract any amount of custom which he

desired. And, similarly, he could charge a higher price with-

out losing all his custom to his competitors, since some of his

customers will prefer his particular brand even at a higher

price. These real or imaginary differences in quality are very

important in the modern world in the purchase of chocolate,

drugs, motor-cars, furniture, cigarettes, clothes, and in-

numerable other articles.

In all the cases which we have examined in this chapter

the individual producer will appreciably affect the price of

his product by putting more or less of it on the market. In

order to maximize his profit (or to minimize his loss) a

producer will always produce and sell more so long as what
he adds to his costs by producing an extra unit—^which we
have called his marginal cost—^is less than what he adds to

his receipts by selling an extra unit—^which we will call his

marginal receipts. In perfect competition the producer can

sell more without any considerable effect upon the selling

price of his product, and in this case, therefore, by selling an

extra unit he will add to his receipts the price of that unit,

so that in perfect competition the producer will produce

more so long as his marginal cost is lower than the price of

his product. In imperfect competition the producer will

again produce more so long as his marginal cost is less than

his marginal receipts; but in imperfect competition his

marginal receipts will be less than the price of his product.

For in imperfect competition he must lower his price in

order to sell more; and this price reduction will affect the

amount which he receives for all the units which he is al-

ready selling, so that by selling one more unit he will add to
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his receipts a sum equal to the price of the extra unit sold

minus a reduction in price on all the units which he is already

selling. He will therefore stop producing at some point

before the price of his product has fallen to the level of his

marginal cost.

This distinction between perfect and imperfect competi-

tion is illustrated in Tables i, a («) and a (b) on Chart I at the

end of the book. Table i represents the cost conditions of

a single producer. The figures in column A represent his

daily output and the corresponding figures in column B

represent the average cost of production, when the amount

shown in column A is being produced. Thus if 4 units a day

are produced, the cost per unit is 3^25 5^. The figures are

chosen so that the average cost falls at first as the output is

increased, until when the firm is producing 10 or ii units

a day the cost per unit is at a minimum of ^Tao. Up to this

point the economies of mass production are predominant;

but after this point the firm becomes too large for a single

management and the average cost rises as the output increases

The marginal cost of production is calculated by means of

columns C and D of Table i. The figures in column C show

the total cost of producing the daily output shown in column

A, and are obtained by multiplying together the correspond-

ing figures in columns A and B, Thus since 4 units a day are

produced at a cost per unit of 3^25 5^., the total cost of pro-

ducing 4 units a day h £101. The figures in column D show

the marginal cost of production. We see from column C
that if 4 instead of 3 units of output are produced, the total

cost will rise by £20—from £81 to £101—so that the marginal
cost of producing the 4th unit of output is £20, and £20 is

shown in column D opposite the 4th unit of output. Thus
each figure in column D is obtained by subtracting the

previous figure in column C from the corresponding figure

in column C, and the result shows by how much the total

cost is increased by adding one unit to the output. It is to be

observed from Table i that the marginal cost in column D
is always below the average cost of column B so long as the
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average cost is still falling, and rises above the average cost

as soon as the average cost starts rising. We have already

shown in Chapter I of this Part (p. 106) why this must
be so.

Tables 2 (a) and 2 (b) on Chart I represent the selling

conditions for this firm’s output. In both Tables column A
shows the output sold, column B the price at which this

output can be sold, column C the total receipts for the sale

of that output, and column D the marginal receipts or the

amount by which the total receipts are increased by selling

one more unit of output. Thus the figures in column C of

Tables 2 (a) and 2 (b) are obtained by multiplying the output

of column A by the selling price of column B. The figures in

column D show the amount by which the figure in column
C is increased through the sale of the last unit of output;

thus in Table 2 (b) 8 units can be sold for a total amount of

£ij6 and 7 units can be sold for ;£i6i, and the difference of

5^15 is shown in column D against the 8th unit of output.

Table 2 (a) represents conditions of perfect competition in

the sale of the output so that the price of £20 can be obtained

for each unit of the commodity however much or little is sold

;

in this case whatever his output may be, the producer can

add £20 to his receipts by selling one more unit, so that the

figures in columns B and D are the same. In Table 2 (i),

however, which represents conditions of imperfect competi-

tion in the sale of the product, the producer must lower his

price in order to sell more. In this Table, therefore, the

marginal receipts in column D are always lower than the

corresponding price in column B, since by selling an extra

unit of output the producer will add to his receipts the price

of the extra unit minus the fall in price on all the units which
he is already selling.

We have already argued that to maximize profits or to

minimize losses a producer will always sell more so long as

his marginal cost is lower than his marginal receipts. To
illustrate the effect of this in conditions of perfect competition

we must compare column D of Table i with column D of
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Table 2 (a). We can see that the producer—if he produces

anything—^will produce 1 1 units, since his marginal costs are

lower than his marginal receipts for 8, 9, or 10 units, and are

higher than his marginal receipts for 12, 13, or 14 units; and

from column D of Table i and column B of Table 2 (a) we

see that at 1 1 units of output his marginal cost is equal to

the price of his product. To illustrate conditions of imper-

fect competition we must compare Tables i and 2 (i). We
can see from column D of Table i and column B of Table

2 (b) that, as before, the producer’s marginal cost is equal

to the price of his product for ii units of output; but by

comparing column D of Table i with column D of Table

2 (d) we can see that he will produce only 7 units, since

beyond this point his marginal cost rises above his margin^

receipts. At this output, however, his marginal cost, which is

5^15 10^., is considerably belowthe price of his product, which

is 3^23. This illustrates the fact thai

the marj^n^^^jS^^^ price^ of the

increasing at ajoint.,

In Chapter I of this Part (pp. 106, 107) it was argued that

in conditions of perfect competition every producer would

employ each factor of production up to the point at which

the wage of the factor of production was just equal to the

value of the marginal product of that factor, i.e. to the price

at which the additional output due to employing the last

unit of that factor could be sold. We argued that this was so,

because a producer by employing one more man would add

to his cost the wage of one man and would add to his receipts

the price at which the extra product could be sold, so that

he would go on employing more men so long as the wage-rate

was lower than the price of this extra product and would

dismiss men if the wage-rate was higher than the price of

this extra product. But this is no longer true when competi-

tion is not perfect and when, by selling more of his product,

the producer will cause its price to Ml. The producer will
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Still employ another man so long as he adds more to his

receipts than to his costs, and he will still add to his costs

the wage of one man; but he will no longer add to his

receipts as much as the price at which the extra product can

be sold, since the sale of a larger output will cause a reduc-

tion in the price received for the output which he is already

selling.

This point is illustrated in Tables 6 {a) and 6 (i) on Chart

II, at the end of the book. Table 6 {a) illustrates perfect

competition and Table 6 (b) imperfect competition in the

sale of a producer’s output. In both Tables column A shows

the number of men employed in a firm, and column B the

output which will be produced with each volume of labour.

In both Tables if 22 men are employed 904 units of the article

will be produced. Column C shows the amount by which

the total output shown in column B is increased by the em-

ployment of the last unit of labour. In both Tables since

22 men produce 904 and 23 men produce 948, the 23rd man
adds 44 units to the output, so that the marginal product of

labour is 44 when 23 men are employed. Column D shows

the price at which the product can be sold. In Table 6 {a) we
are assuming perfect competition so that the producer cannot

affect the price of his product, which is 2^. irrespective of his

output. But in Table 6 {b) we are assuming imperfect com-

petition so that the producer will cause the price to fall as he

sells more. Thus, if he produces i ,170 units, he can sell them

at 2^. id, each, whereas if he produces 1,200 units, he must

reduce his price to zs, to sell them. Column E shows the

value of the marginal product of labour or the price which

can be obtained for the extra output of the unit of labour

employed. Since the employment of a 23rd man adds 44
units to the output, and a unit can be sold for zs, in Table

6 {a) and for 2^. ^d, in Table 6 {b) when 23 men are employed,

the value of the marginal product of the 23rd man in Table

6 {a) is 8^. (i.e. 44 X2^.) and in Table 6 {b) is 13^. M,
(i.e. 44X2^. 7J.). The figures in column E are thus obtained

by multiplying the marginal product shown in column C
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by the price shown in column D. In both Tables column

F shows the total receipts for the sale of the output and is

obtained by multiplying the output in column B by the price

in column D. Column G shows the marginal value of labour

to the employer or, in other words, the amount added to the

total receipts by employing one more man. In Table 6 {a)

the total receipts are ;£9o 8^. when 22 men are employed, and

j^94 i6^. when 33 men are employed, so that the addition to

the receipts due to employing a 23rd man is ^^4 8^. Each

figure in column G in both Tables is obtained by subtract-

ing from the corresponding figure in column F the previous

figure in column F, i.e. it shows by how much the total

receipts are increased by employing the last man.

In perfect competition (Table 6 (^)) the figures in column

E and G are always the same, whereas in imperfect competi-

tion (Table 6 (b)) the figures in column E are always greater

than the corresponding figures in column G. In other words,

in perfect competition the amount added to total receipts by
employing one more man is the price at which the extra out-

put can be sold. In imperfect competition the amount added
to total receipts by employing one more man is less than the

price at which the extra output can be sold, because all the

units of output which are already being sold must now be
sold at the lower price, which is necessary to sell the greater

output. If competition is very imperfect, a producer by
producing and selling more may actually cause his total

receipts to diminish. This is illustrated by the last six figures

in column G of Table 6 (6), If 28 men are employed, 1,138
units can be produced and sold at zs, zd, each for ^(^123 5^. 8^?.

;

whereas if 29 men are employed, 1,170 units can be produced
and sold at 2^, id, each for ^izi lys, 6d, Although employing
a 29th man would add 32 units to the output, each of which
consumers value at 2^. id,, it would actually cause the pro-
ducer’s total receipts to fall by 8^. zd,; for the fall in the
price at which the product can be sold outweighs the fact

that a larger product is being sold.

A producer will employ more lzhom 3Q.lQIl£Lm tM
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^quent addition M,Ms CQ3ts is less than the additioa taJus
total receipts. The figures in column G in Tables 6 (a) and

6 (b) measure the amount added to total receipts by the

employment of the last unit of labour. If we suppose that

the wage of labour is then in perfect competition (Table

6 (a)) the producer will employ 30 units of labour, since for

all amounts of employment less than this the figure in column
G of Table 6 (a) is greater than ^3. But in imperfect com-
petition, if the w^age-rate were ^£3, the producerw’ould employ
only 21 instead of 30 men; for the %ures in column G of

Table 6 (b) show that, if he is employing less than 21 men, the

producer will add more than £2 to his receipts by employing

another man, whereas as soon as he is employing 21 men he

would add less than £3. In the case of perfect competition

the wage-rate of £2 was equal to the price at which consumers
would buy the extra output due to employing the last or

30th man. But in the case of imperfect competition the wage-

rate of £2 will be less than the value of the marginal product

of the last or 21st man; the 21st man will add 48 units to the

output, for which consumers will pay a price of 2^. 9^. per

unit, or £6 12s. for the 48 units.

This argument applies to all the factors of production.

We may conclude that when there is imperfect competition

among producers for any of the reasons which we have
examined, the producer will not employ factors of production

up to the point at which the value of their marginal product

is equal to the price paid for the factor, but will stop at some
earlier point when the value of the marginal product of the

factor is in excess of the price of the factor.

Finally, there is one other phenomenon which may occur

in consequence of imperfect competition in the sale of a

product. A producer who exercises some monopoly control

over a market may be able to discriminate between different

classes of consumers and charge a higher price to one set of

consumers than to another. Such discrimination between
consumers could not take place if competition were perfect;

for individual competitive producers would always transfer
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their sales from the lower-priced market to the higher-priced

market, until all consumers were paying the same price.

A monopolist will be able to charge different prices to

different consumers, if for one reason or another it is difficult

for consumers to sell the product to each other after it has

been bought from the producer. An example is provided by

doctors' sendees. Doctors charge more to the rich than to the

poor, and to the credit of the profession they do notthemselves

break down this practice, as each individual doctor does not

try to build up a practice which contains only rich patients.

If each did, the fees charged to rich and to poor would soon

be ver}" similar. In this the doctors act as monopolists, but

not in this case as monopolists attempting to obtain a maxi-

mum income. This monopoly discrimination cannot be

broken down by the consumers, i.e. the patients, since a rich

man with an ailment cannot send a poor man to the doctor

to obtain the diagnosis and cure at a low price for him. If,

however, a monopolist tried to discriminate in prices charged

for some durable commodity easily resold, such a practice

would very quickly be broken down through organized

resale of the commodity on the part of those consumers who
were charged little to those who were charged much.

It may be of interest to give some examples of such price

discrimination in the modem world. Electric current is

normally sold at a lower price for certain uses than for others,

although the current sold is in each case identical. Often

a low price is charged for current used for power by an

industrial concern, a higher price for current used for

domestic heating or cooking, and a still higher price for

domestic lighting. Railways usually make different freight

charges for providing similar transport services according to

the nature of the commodity carried, although the cost of

providing the transport may be the same for each commodity.
Under the present Milk Marketing Board in this country

milk is sold to the domestic consumer at a price higher than
that for milk sold for manufacture into other products such
as cheese. A monopolized industry may dump its product
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abroad in the sense that it sells the product abroad at a lower

price than that charged for the product to the home con-

sumer. This will be possible only if there are considerable

costs of transporting the product back from the foreign

country to the home market or if it is protected by a tariif

on imports.

Where it is possible for a monopolist to discriminate in the

prices charged for the product to different groups of con-

sumers, a simple principle will determine to which group of

consumers the product will be sold at a high price and to

which at a low price. Let us suppose that a monopolist is

able to divide the consumers of his product into two groups,

which for one reason or another are unable to sell his product

to each other. It may be that one group of consumers will

not buy much less if the price is raised or much more if the

price is lowered, while the other group of consumers will

buy a good deal less or more. The demand of the first group

of consumers is said to be less elastic, i.e. less sensitive to

price changes, than the demand of the second group of

consumers. The monopolist will charge a higher price to the

consumers whose demand is less elastic, than to the con-

sumers whose demand is more elastic. For by raising the

price to the first group of consumers he will not restrict his

sales so much
;
while if he raised the price to the second group

of consumers to the same extent, he would lose a great deal

of their custom and so lose more by the reduction in sales

than he gained by the fact that the price was higher.

We find that it is on this principle that a monopolist does

discriminate in practice. Milk is sold at a lower price for the

purpose of manufacturing into other products than for liquid

consumption, because products manufactured out of milk

compete with imported products, whereas fresh liquid milk

cannot be imported. A rise in the price of milk sold for the

manufacture of cheese would cause people to buy imported

instead of home-produced cheese, so that the demand for

home-produced milk for this purpose is very elastic. But a

rise in the price of milk sold for domestic consumption, while
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it will cause some diminution in the amount of milk drunk,

cannot cause a large shifting over to the consumption of

imported milk, so that the demand for milk for these pur-

poses is less elastic.

A railway will probably charge more for the transport of

commodities w’hich are expensive and costly to produce in

relation to their w^eight and bulk than for the transport of

commodities of similar weight and bulk, w^hich are cheaper

to produce. For, in the first case, the cost of transporting the

commodity will constitute a small part of their total price to

the consumer, so that a rise in the cost of transport of such

goods will not affect their prices very appreciably and so will

not greatly affect the demand for them or for their transport.

Whereas if the cost of transport of a commodity constitutes

a large part of its price to the consumer, a rise in the charge

for its transport would cause a significant change in its price

and so a relatively large fall in the demand for the product

and for its transport.

To summarize the effects of imperfect competition in the

sale of a product: the commodity will be sold at a price higher

than its marginal cost of production or—^what is really the

same thing—the factors of production hired by producers

will be paid less than the value of their marginal products.

Moreover, if the producer can distinguish in his sales between
different groups of purchasers, who cannot sell the product
to each other, he will charge higher prices to those consumers
whose demand is less sensitive to changes in price than to

those whose demand is more sensitive to changes in price.



V
IMPERFECT COMPETITION BETWEEN

PURCHASERS

I
N the last chapter we examined the conditions in which
individual sellers will affect the price which they can

charge for their product by selling more or less of it. We have

next to see in what conditions an individual purchaser will

be in a position to affect the price of the commodity bought

and to examine the effects of such imperfection of competition

among purchasers.

We have already seen that no single purchaser will be able

to affect the price of the commodity which he purchases, if

these two conditions are fulfilled
:
(i) if there are a large num-

ber of independent purchasers, so that no single one of them
can appreciably affect the total demand for the commodity;

and (2) if the market in which the commodity is bought is

perfect in the sense that sellers will always desert those

purchasers who offer lower prices in favour of those who
offer higher prices.

These conditions are usually fulfilled in the case of the

purchase of finished consumption goods
;
for there is normally

so large a number of competing purchasers of such goods

that no single individual purchases a considerable proportion

of the total supply even of a single seller. Thus, the final

consumer in buying meat, tea, bread, books, gramophone
records, a bicycle, or a motor-car has normally little or no
power of influencing the price at which he can buy any of

these articles. As far as he is concerned, the price at which
he can buy them at any moment of time is fixed. He cannot

affect considerably the sales, even of his own particular

supplier. But in the cases in which one consumer buys a

large proportion of the output of one individual producer,

who has not the opportunity of selling his product at the

same price to other consumers, it will be possible for the con-

sumer to exercise an effect upon the price of this commodity
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by increasing or decreasing his purchases. Thus, a person

who buys a large proportion of the eggs produced by a single

farmer, who for one reason or another is unable to sell his

eggs to others at the current market price, may be able

to force down the price he pays for eggs by reducing the

number he is willing to buy. But in the purchase of finished

consumption goods this state of affairs is exceptional
;
every

consumer knows that for the vast majority of the articles he

buys he cannot affect the price significantly by buying more
or less.

In the case of the purchase of factors of production (e.g.

the hiring of labour or the purchase of raw materials) the

individual purchaser can more frequently affect the price of

the factor by varying his own individual demand. For, in the

first place, it is more likely that there will only be a small

number of purchasers of any given factor, and, in the second

place, it is more probable that those who sell the factors of

production will be unable to offer their services to other

possible purchasers at the same price as before, if the present

purchaser restricts his demand.
Suppose that there is an industry (e.g. the manufacture

of motor-cars) which purchases a very large proportion of

the total output of some raw material (e.g. rubber of a certain

type and quality), and that this industry is monopolized or

in the hands of very few independent producers. If one of

the producers of motor-cars decides to produce more and for

this purpose to buy more rubber, he will realize that his

increased demand for rubber will have an appreciable effect

upon the total demand for rubber and may therefore cause
its price to rise. Conversely, he may be able to force down the
price of rubber by restricting his own purchases, which are

an appreciable part of the total purchases of rubber.

Cases of this sort may exist
;
but the individual purchaser

of a factor of production is more likely to be able to affect the
price of the factor purchased, because it is difficult for that
factor to move to other purchasers or employers. Even if

there were a large number ofindependent producers ofmotor-
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cars, each individual producer would be able to affect the

wage-rate paid to his labour by employing more or less men,

if he were the only manufacturer in a particular district

employing that type of labour, or if motor mechanics were

ignorant of the wage-rates paid in firms other than the firm

in which they are employed. A considerable reduction in

the wage-rate offered by the particular employer would cause

some persons to move into other jobs in the same district

or to move to similar firms in other districts. But he would
not lose the w’'hole of his labour supply. Some of his em-
ployees might find it too costly to move into other districts

or other trades, or might not realize the opportunities of

earning higher wages in other occupations or districts.

Similarly, he might have to offer a considerably higher wage
in order to attract more labour, because the wage offered

must be raised enough to make up for the cost to labour of

transferring itself from other less well-paid districts or other

less well-paid occupations in the same district. If the mobility

of labour between different firms is not perfect, the individual

employer may be able to pay a considerably lower wage-rate

without losing all his hands, and may be obliged to raise the

wage-rate considerably in order to attract more men to his

employment.
Whether imperfect competition between the purchasers of

factors of production is due to the fact that there are a small

number of purchasers or to the lack of complete mobility

of the factors between the purchasers, the individual pur-

chaser will raise the price of the factor by buying more of it

and can lower the price by buying less. In these circum-

stances the individual producer will not employ the factors

of production up to the point at which the price paid to the

factor is equal to the value of the marginal product of that

factor. In order to maximize his profit the producer will

again take on another unit of a factor so long as what he adds

to his costs is less than what he adds to his receipts by the

sale of the extra output. If the producer must affier...aJbdg^
wage-rate in order to employ more labour, then by employing
*4284 L
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one oxocfi .UPit of labour be ¥r41} ad44o W&’CostejaQXC,than_the

wage o^that ujoii; for.fl£.,S£iJl-Sd!i-taii^ coats, ihe-wagfiziaite

of nTe"new unit of labour plus the rise in the wage-iaie^iaifl

to all the labour he is already employing. Thus even if there

were perfect competition in the sale of his product, yet, if he

must offer a higher wage-rate to attract more labour, the

producer will stop employing more when the wage-rate is still

considerably below the value of labour’s marginal product.

This result is illustrated in Tables 7 (a) and 7 (b) on Chart

II at the end of the book. Table 7 (a) represents the position

of an employer who hires his labour in conditions of perfect

competition, and Table 7 (b) ^he position of an employer who

hires his labour in an imperfect labourmarket. In both Tables

column A shows the number of men employed, column B the

wage-rate paid when that number is employed, column C the

total wage-bOl, which is obtained by multiplying each nunaber

employed by the wage-rate paid, and column D the marginal

wage-cost or the addition to the total wage-billwhich is caused

by taking on one more man. Thus from Table 7 (a) it is clear

that if the wage-rate is unaffected by the size of the employer’s

demand for labour, the addition to costs due to takmg on one

moreman(column D) is thesame as the wage-rate paid (column

B). But from Table 7 (b) it can be seen that when an increase

in the demand for labour causes a rise in the wage-rate, the

individual employer by taking on one more labourer will add

to his wage-bill more than the wage-rate of the additional

labourer employed. In Table 7 (b) 25 men can be employed

at a wage of £2 and 26 men at a wage-rate of £2 4s. so that

the total wage-bill will rise from to ^57 4^. if a 26th man

is employed. Thus the marginal wage-cost of the 26th man is

4s., which is consideraUy greater than the wage-rate of

£2 4f. which is paid when 26 men are employed. In these

conditions a 26th man will be employed only if his employ-

ment adds to the receipts of the firm as much as £7 4r.,

although the wage-rate is only £2 4?.

We have shown in the last chapter that when a product is

sold in conditions of imperfect competition, labour will be
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paid an amount less than the value of its marginal product,

because the producer will add to his receipts by employing

another unit of labour something less than the price at which

additional output is sold. This is illustrated in Table 6 (b).

We have now shown that if labour is hired in conditions of

imperfect competition, labour will receive less than the value

of its marginal product, because the employer will add more
to his costs by employing one more man than the wage of

that man. This we have illustrated in Table 7 (b). It is,

of course, possible that in a particular case the conditions of

competition are imperfect both for the sale of the product

and for the hire of labour. In this case labour will receive

a wage which is lower than the value of its marginal product

for two reasons : the addition to costs due to taking on an-

other man will be more than the wage of that man, and at the

same time the addition to receipts due to the sale of the extra

output of the additional man will be less than the value of that

extra output.

There are in fact four possible combinations

:

1 . If there is perfect competition both in the sale of the

product and in the hire of labour, producers will employ

more labour so long as the Margin^ Value of Labour in

column G of Table 6 (a) is greater than the Marginal Wage-
Cost in column D of Table 7 (a). In these circumstances 30
men will be employed ;

the value of the marginal product of

labour will be £2 >
from column E of Table 6 (a),

and the wage-rate will be f'z as can be seen from column B
of Table 7 ((2).

2 . If the market for the sale of the product is imperfect,

while labour is hired in conditions of perfect competition,

we must compare Tables 6 (b) and 7 (a). More men will be
employed so long as the Marginal Value of Labour in column
G of Table 6 (b) is greater than the Marginal Wage-Cost in

column D of Table 7 (a). In this case 21 men will be em-
ployed, and it is seen from column E of Table 6 (b) that the

value of the marginal product of labour will be £6 12s. and
from column B of Table 7 (a) that the wage-rate will be £2*
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3 . If the product is sold in conditions of perfect competi-

tion, while labour is hired in conditions of imperfect com-

petition, we must compare Tables 6(^2) and 7 (6).^
More

labour will be taken on so long as the Alarginal \ alue of

Labour in columnG of Table 6 (a) is greaterthan the Marginal

Wage-Cost in column D of Table 7 (b). In this case only 20

men will be employed, and it is clear from column E of

Table 6 (a) that the value of the marginal product of labour is

^5 and from column B of Table 7 (b) that the wage-rate is 3^1.

4 . Final!)’', if there is imperfect competition both in the sale

of the product and in the hire of labour, w^e must compare

Tables 6 (b) and 7 (b). Employment will only be increased

so long as the Marginal Value of Labour in column G of

Table 6 (b) is higher than the Marginal Wage-Cost in column

D of Table 7 (i). In this case, then, only 19 men will be em-

ployed, the value of the marginal product of labour will be

£j iis, and the wage-rate only 165.

The foregoing argument applies to all factors of production

hired by employers, so that any factor of production will be

paid less than the value of its marginal product, if the product

is sold in conditions of imperfect competition or if the factor

is hired in conditions of imperfect competition. We may add

that the extent to which any factor of production is paid less

than the value of its marginal product would be increased,

(1) if competition in the sale of its product became less

perfect, i.e. if the price at which the product could be

sold became more sensitive to changes in the amount

put on the market by the individual producer, and

(2) if competition in the purchase of the factor became less

perfect, i.e. if the wage paid by the individual employer

became more sensitive to changes in the amount of

the factor employed by the individual employer.

The extent, therefore, to which any factor of production is

paid less than the value of its marginal product will differ

in different occupations, according as competition is more
or less perfect in different occupations both in the sale of

the products and also in the purchase of the factor.



VI

THE DISADVANTAGES OF AIONOPOLISTIC
CONDITIONS

I
N Chapter II of this Part it was argued that, if there were

perfect competition, a given amount of the factors of

production would be employed in such a way
(i) that no individual consumer’s needs could be better

satisfied without a reduction in some other consumer’s

w^elfare,

(ii) that no commodity could be produced in greater

amount without a reduction in the production of

some other commodity, and

(iii) that each individual firm would be of the most
efficient size.

In Chapters IV and V of this Part, however, it was argued

that the absence of state interference in the economic sphere

does not necessarily lead to perfect competition. We have

therefore to see to what extent these three fundamental

advantages of competition are modified by the fact that

competition is not perfect. This is the task which we shall

undertake in this chapter.

The first important advantage of perfect competition was
that the factors of production would be used in different

occupations in such a way that the consumers’ needs were

best satisfied. For in perfect competition each factor is

offered in each occupation a reward equal to the value of its

marginal product, which measures the price which consumers

are willing to pay for the additional output of the factor.

But in the real world in conditions of imperfect competition

the factors of production will not automatically flow into

those occupations in which their output is most desired by
consumers. In an industry which is producing in conditions

of greatly imperfect competition the reward offered for a

factor of production will be greatly below the price offered

by consumers for the marginal product of that factor; in an
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industry which is perfectly, or vexj nearly perfectly, com-

petitive the reward offered for the factor will be nearly as

great as the price offered by consumers for the marginal

product of the factor. In this case consumers’ needs could

be better satisfied, if factors of production were compelled to

move from the highly competitive to the very imperfectly

competitive industry"; for consumers would lose in the first

industry an output for which they offered a price about

equal to the reward of the factor, and would gain in the second

industry an output for which they were offering a price

considerably in excess of the reward of the factor.

This point can be proved by means of an example. Sup-

pose that the marginal product of labour in the production

of tea is I lb. and in the production of bread is i loaf, and

that the price of a pound of tea is is. and of a loaf of bread is

2s. Consumers’ tastes would be better served if labour were

shifted from the production of tea to the production of bread,

since for each unit of labour so shifted consumers would lose

I lb. of tea valued at i^. and gain i loaf of bread valued at zs.

In perfect competition this shifting would occur, because

labour would be being offered twice as much in the produc-

tion of bread as in the production of tea. In imperfect com-
petition this would also happen if competition were equally

imperfect in either industry. The reward offered to labour

in each industry might be equal to half of the value of its

marginal product, and in these circumstances labour would
shift from producing tea to producing bread until the value

of the marginal product of labour was the same in each
occupation. But if competition were more nearly perfect

in the tea industry than in the bread industry, factors might
be offered rewards equal to three-quarters of the value of

their marginal products in the tea industry and to one-
quarter the value of their marginal products in the bread
industry. Then in the numerical example quoted above,
labour would be offered gd. (i.e. |Xi^.) in the tea industry
and only 6d. (i.e. Jxzj?.) in the bread industry. The factors

would actually be attracted from producing bread to pro-



MONOPOLISTIC CONDITIONS 151

ducing tea^ although the consumers would be better served

if they moved from producing tea to producing bread, m
which occupation the price offered by consumers for their

marginal product is twice as great. If there are different de-

grees of imperfection of competition in the sale of different

products, more factors ought to be employed in those indus-

tries in which competition is abnormally imperfect and less

in those industries in which competition is most nearly perfect.

We saw at the end of Chapter IV of this Part that monopo-
listic sellers may be able to discriminate in the prices charged

to different groups of consumers for the same product. In

this case the factors of production will not be used so as to

satisfy consumers’ tastes as fully as possible. We may illus-

trate this from the existing discrimination in the prices at

which milk is sold for different purposes by the Milk Market-

ing Board. Each pint of milk costs the same to produce, but

it is sold at a higher price to be drunk than to be eaten as

cheese
;
and for this reason the factors employed in producing

milk do not serve the consumers’ needs most effectively. For
without using more factors to produce more milk, consumers

would be better off if more milk were drunk and less were

eaten as cheese. The price which consumers pay for a pint

of liquid milk measures the degree to which they would like

one more pint to drink; while the price paid for a pint of

milk to be made into cheese measures (indirectly through the

price offered for cheese) the extent to which consumers want
one more pint of milk in the form of cheese. If, therefore, the

price of milk sold in its liquid form is higher than the price

of milk sold in the form of cheese, consumers would be better

off if they had one more pint of milk to drink at the cost of

having one less pint of milk in the form of cheese. Only if

the price of a commodity is the same for every purpose for

which it is purchased will consumers use the available supply

in such proportions between the different uses that no ad-

vantage can be obtained by using more of it in one use and
less of it in another.

The second fundamental advantage of perfect competition
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was that the factors of production would automatically be

used in such proportions in different industries that it would
be impossible to increase the output of one industr}" without

reducing the output of some other. It was argued on pp. 1 15,

1 16 that production will be maximized in this sense, if the

ratio between the marginal products of the different factors

is the same in everj' industry". In Table IV on p. 114 the

situation was illustrated by supposing that in the bread

industry the marginal products of labour and capital were

the same, viz. 4 loaves a day, while in the tea industry the

marginal product of labour was i lb. a day and the marginal

product of capital was 3 lb. a day. It was shown that if a unit

of labour moved from the tea industry to the bread industry

and a unit of capital from the bread industry to the tea

industry, the output of tea would be increased by 2 lb. a day

while the output of bread would remain unchanged. It was
argued that perfect competition combined with free move-
ment of the factors of production would cause the desired

shifting of the factors of production. For the proportion of

labour to capital employedwould diminish in the tea industry,

where the marginal product of labour and so its reward were

only one third of that of capital: whereas a higher proportion

of labour to capital would be used in the bread industry

where the marginal products and so the rewards offered for

the factors were the same.

But this shift of factors would not necessarily take place,

if competition in the purchase of labour were more imperfect

in the bread industry than in the tea industry, or if competi-

tion in the purchase of capital were more imperfect in the

tea industry than in the bread industry. Suppose that there

is perfect competition in the sale of both tea and bread,

that there is perfect competition in the hiring of capital in

both industries, and that there is perfect competition in the
hiring of labour in the tea industry but not in the bread
industry. In these conditions both the factors of production
will be offered rewards equal to the value of their marginal
products in the tea industry; whereas in the bread industry
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capital will be offered a reward equal to the value of its

marginal product, while labour will be offered a reward less

than the value of its marginal product. Thus, if the price of

a loaf were and of i lb. of tea were 4^/., we can see from
Table IV that the value of the marginal product of capital

in the bread industry will be 4X3^^. or is, and in the tea

industry also will be 3 X 4^. or is. The value of the marginal

product of labour in the bread industr)" will also be 4X3^.
or but in the tea industrj^ will only be i X4d. or 4^. A
unit of capital will be paid is. in each occupation. Labour
will be offered ^.d, in the tea industry, w^here competition in

the labour market is perfect, and less than in the bread

industry, where there are monopolistic conditions. If there

is sufficient imperfection in the labour market in the bread

industry (i.e. if the individual producer of bread is obliged

to offer a considerably higher wage-rate to attract more labour),

it is possible that labour is paid a wage of only ^d, in the

bread industry, although the value of its marginal product is

as high as i5. In these circumstances the position shown in

Table IV would continue unchanged, since labour as well as

capital would be offered the same rewards in both industries.

For this reason, if there are two industries in one of which
there is considerably less perfect competition for the hiring

of labour, while the same degree of competition exists in

both industries for the hiring of other factors, the production

of the two industries will not be maximized. Producers in

the industry in which there is great imperfection in the hiring

of labour will have a particularly strong motive to use a small

proportion of labour to other factors, in order to avoid raising

the wage-rate by employing more labour. In such an industry,

therefore, the ratio between the marginal product of labour

and the marginal product of other factors will remain un-

usually high. And these are just the circumstances in which

by using a larger proportion of labour to other factors the

output of the commodity concerned could be increased

without diminishing the output of other commodities.

The third fundamental advantage of perfect competition
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was that all the individual firms would be of the optimum or

most efficient size. We argued in Chapter I of this Part (p.

105) that the number of firms will be so adjusted by com-

petition that the price offered for the product is equal to the

average cost of production of a firm working at its optimum

output; and in these circumstances in order to cover their

costs each firm must produce neither more nor less than its

optimum output. In perfect competition a firm which is

covering its costs but producing an output less than its opti-

mum output will always expand. But if competition in the

sale of its product is imperfect, it may not expand ;
for although

it would lower the average cost of its product by producing

more, the fact that it would have to lower its price to sell

more might outweigh this, so that it would diminish its

profits by doing so. In imperfect competition it is quite

probable that in a particular industry there will be a number

of firms each just covering its costs and each producing an

output below its optimum output. No one of them may have

an incentive to expand because to do so would cause the price

obtained for the product to fall much more quickly than its

costs. And in these circumstances there is a loss to the com-

munity
;
for if the same total output of the commodity were

produced by a smaller number of firms, each firm could pro-

duce at its capacity output and so at a lower cost, and in this

way the same output could be produced at a lower total cost.

Thus in conditions of imperfect competition it may be

possible to obtain more efficient conditions of production

by concentrating the output of an industry on a smaller

number of firms. But in pointing this out we have raised

a complex issue. The reason why the concentration of out-

put does not necessarily take place is because any one of the

firms would have to sell its output at a lower price in order

to sell more. An individual firm will have to lower its selling

price in order to sell more, either if there are only a few firms

in the industry each producing a large proportion of the total

output of the industry, or if there is an imperfect market for

the product.
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An imperfect market for the industr}'’s product exists,

if for one reason or another the consumers do not consider

the output of each firm to be identical, but prefer the product

of one firm to that of another, so that they will only change
their custom from one supplier to another if their preference

is overcome by a sufficiently large margin between the prices

at which the two suppliers are offering their products. But

—

and this is the point of vital importance—this buyers’ prefer-

ence may be of two kinds, irrational or rational. If it is

irrational, it is due to inertia or lack of knowledge on the part

of consumers. Consumers may prefer A’s goods to B’s goods

mistakenly, either simply because they are in the habit of

buying A’s goods or because they think wrongly that A’s

goods are superior to B’s goods. If the buyers’ preference is

rational, they prefer A’s goods to B’s goods for good and
rational reasons, such as differences in transport costs or in

the qualities of the products. The test is simply this. If a

consumer were forced to have B’s goods instead of A’s goods,

would he feel worse off after the change had taken place ? If,

in fact, he would consider himself to be worse off, the buyers’

preference is rational; if not, it is irrational.

If the failure of an imperfectly competitive industry to

concentrate its output on a sufficiently small number of

firms is due either to the fact that there are only a few firms

in the industry, or to the fact that irrational buyers’ preference

exists in the market for the product, then the community
clearly gains by the concentration of the industry’s output

on a smaller number of firms. For in these cases consumers

lose nothing by being offered a smaller choice of products,

and there is an economy of production obtained from the

concentration. But if the failure to concentrate output is

due to the existence of rational buyers’ preference, it is not

certain that the concentration of output is to the community’s

advantage. If some firms are closed down, some consumers

will be forced to transfer their custom to other firms, although

they had a rational preference for the products which they

were previously buying. There will therefore be a certain
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loss of consumers' satisfaction which must be set against the

increased efBciency of production. We must therefore deter-

mine in what circumstances there will be a net gain by con-

centrating output on a smaller number of firms.

W’e must at this point introduce an idea which we have

hitherto avoided, namely, ‘the marginal product of manage-

ment'. Just as we have spoken of the marginal product of

labour, or capital, or land, sowe may speak of the marginal pro-

duct of management. The marginal product oflabour

fined as the amount by wbickoutputwould be iacreasedafmue.

more unit of labour were employed, the amount of the^oth£Z

factors ofproduction remaitmg imchcmged^ In an exactly simi-

lar way we may define the marginal product of management

as the amount by which the output of an industry would be

increased, if one more unit of management were used in that

industry together with the same amount of the other factors

of production, i.e. if there were one more firm in that industry,

while the total amount of the other factors employed in that

industry were constant. Suppose that there are 9 firms in an

industry, each employing 100 units of labour and capital.

Then the marginal product of management in that industry

is the amount by which the output of the industry would be

increased if the 900 units of labour and capital were employed

by 10 firms each employing 90 units of the other factors, i.e.

if the number of units of management increased by one from

9 to 10. It foUows^-that the value of the margihirprodiicf'of

the management of a particular firm isxqual to ,the.total value

to consumers of the output of that firm^rxiiniLa the vahxeef the

marginal product whichecndd-be produced in other firm& by
the factors now employed in, the.paiticulac.Jkm^ the

closing down of this firm together with the transference of the

hired factors to other firms will inflict a loss on consumers

equal to the total value to them of this firm's output minus the

price offered by them for the marginal product of the hired

factors in the other firms to which they are transferred.

If there is no rational buyers^ preference for the product of a
particular firm over the product of other firms in the same
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industry, the total amount spent by consumers on the firm’s

output will measure the total value to them of the firm’s

output. If, therefore, the firm was closed down and the hired

factors were transferred to other firms in the same industrj^

the net loss to consumers—and so the value of the marginal

product of the management of this firm—would be equal

to the amount spent on this firm’s output minus the value

of the marginal product of the hired factors when employed
in the other firms. Since the management of the particular

firm will receive a reward equal to the amount spent on the

firm’s output minus the amount paid by it to the hired

factors, it follows that if it must pay rewards to the hired

factors as great as the value of their marginal products in

other firms,—^which will be the case in perfect competition,

since the other firms will be offering rewards as great as the

value of their marginal products—^the management will re-

ceive a reward equal to the value of its marginal product.

value of their marginaLproducts Jn other firms,—^which will

be the case in imperfect competition, since the other firms

will be offering rewards lower than the value of their marginal

products—the, mianagenienlwillxecdvjea. reward

the vahieJiEitamargin^, ;
and the excess of the reward

of management over the value of its marginal product will

be exactly equal to the deficiency of the rewards paid to the

hired factors below the value of their marginal products in

other firms. We may conclude, therefore, that in the absence

of rational buyers’ preference for the product ofany particular

firm, both management and the hired factors will receive

rewards equal to the value of their marginal products in

conditions of perfect competition, while in conditions of

imperfect competition the hired factors will receive less than

the value of their marginal products and management will

receive just so much more than the value of its marginal

product.

Since at any one time there is only a limited amount of

business ability—i.e. of the factor ‘management’—available
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in the community, it, like every other factor, should be used

in different occupations up to the point at which the value

of its marginal product is the same in every occupation.

Management should therefore move from those industries in

which the value of its marginal product is low to those in

which it is high. The state should interfere with the auto-

matic distribution of factors of production among different

occupations in order to shift those factors which are hired

by the management from the less to the more monopolistic

industries, where they are offered much less than the value

of their marginal products, and to shift management from
those industries which are more to those which are less

monopolistic. In other w^ords, inJJie.^inm:^^

rnnrpntratfifl and in the less monopolistic

industries there should be less of the hired factors spread

over a larger number of firms.

It may at first appear paradoxical to conclude that there

should be fewer firms in the more monopolistic industries,

since monopoly is naturally considered to exist only when
the number of independent sellers is too few. But it must be
remembered that this argument is based on the assumption
that all factors of production including management are

free to move to the industries in which they can earn most.
Of course, a monopoly may exist because the right to pro-
duce a certain commodity is restricted by law to one producer.
But in this case the management will be earning more than
management can earn in other industries, and if such legal

restrictions were the only cause of monopoly, the removal
of these restrictions would cause more firms to come into

the industry. In this case more firms should come into the
industry until perfectly competitive conditions have been
restored, in which case both the reward and the marginal
product ofmanagement will be the same in every industry.

But as we saw in Chapter IV there are other reasons why
monopolistic conditions may exist in an industry, so that
each firm can affect the price of its product. For example,
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there may be a very large number of independent sweet shops

in a district, each of which has a very’ small turnover and is

therefore of less than the most efficient size. None of them

may be able to expand profitably at the expense of the others,

because each has a special semi-independent market pro-

tected by the irrational goodwill of its customers. The
management of each shop may be receiving a reward no

greater than similar management in other occupations,

because it is perfectly open for more people to set up sweet

shops so long as an abnormally high reward for management

is obtainable in that occupation. Yet each shop is monopo-

listic according to our definition, since each could sell more

sweets only by offering them at a considerably lower price.

In cases in which monopolistic conditions exist although all

factors of production are free to move in search of the

highest rewards, the number of independent units of manage-

ment will be too great and the number of units of the hired

factors will be too small. In the cases in which the unrestricted

movement of the factors of production will not in itself re-

move all monopolistic conditions, state measures designed to

shift management from the more to the less monopolistic

industries should no longer appear paradoxical.

In the next two chapters we shall discuss possible ways of

removing the disadvantages which are due to monopolistic

conditions ;
but it is worth while pointing out here one way

in which (so long as there was no rational buyers’ preference)

it could be ensured that there were the correct number of

firms in each industry. We have seen that, if the hired factors

of production are, in every firm, paid rewards equal to the

value of their marginal products, the management will also

receive a reward equal to the value of its marginal product.

If, therefore, some method of control were devised to ensure

that all hired factors of production were offered rewards equal

to the value of their marginal products, management also

would receive the value of its marginal product. In conse-

quence, if there were no rational buyers’ preference and if all

factors were free to move in search of the highest rewards,
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management would automatically go into the industries

where it was most needed and the number of firms in each

industry would be the optimum.
But these arguments unfortunately do not apply when

buyers’ preference is rational. Where rational buyers’ pre-

ference exists, the products of the different firms in the

industry must differ in some real way. In other words, when
there is no rational buyers’ preference, we may say that each

firm is producing identically the same commodity, but where
there is rational buyers’ preference, each firm is producing

a different commodity. If one among many firms producing

identically the same commodity stopped production, the

total loss to the consumers could be measured by the marginal

utility of the money spent by the consumers on the product

of that firm. But if there is only one firm producing a single

commodity and this firm ceased production, the total loss to

consumers is greater than the marginal utility of the money
spent on the commodity.

This can be made clear by an example. Suppose that there

are loo consumers each consuming loo loaves of bread at

id, a loaf. Then the total output of bread will be 10,000

loaves selling at id, each. If these loaves are produced by
100 independent firms and one firm ceased production, each

consumer would have only 99 instead of 100 loaves. Each
consumer will lose a pennyworth of satisfaction by having

only 99 instead of 100 loaves, and the total loss to consumers
can therefore be measured by the marginal utility of the ioo<^,

which was being spent on the output of the firm which has

now ceased production. But if all the 10,000 loaves were
produced by a single firm which ceased production, the total

loss to consumers, who would now have no bread at all and so

might starve, would be very much greater than 100 times the

loss caused by the disappearance of one hundredth part of

the total output. The amount of money spent on the total

output of a commodity does not measure the total loss in

which consumers would be involved if that commodity were
not produced at all, although the price of a commodity does
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measure the loss in which consumers would be involved if

one less unit were produced.

In order to deal with our present problem we must know

how to estimate the loss to consumers by being deprived of

the whole of the supply of one commodity. We can do this

by means of Table 4 on Chart I at the end of the book. In

this Table column A shows the total output of a commodity

demanded by consumers, and column B shows the price

which they will be willing to pay for every amount of the

commodity which they consume. Naturally this price falls

as they consume more. Column C shows the total amount

spent by consumers on different amounts of the commodity,

and the figures in column C are therefore obtained by

multiplying together the corresponding figures in columns

A and B. Column E shows the total amount which consumers

would pay for each amount of the commodity shown in

column A, if they were offered the choice between having

that amount or none at all.

The figures in column E are calculated in the following

way. We can see from column B that consumers will pur-

chase I unit, if the price is £25. It follows immediately that

consumers will give ^2^ for i unit rather than go without it,

so that the corresponding figure in column E is also ^^25.

Column B shows that when the price falls to ^£24 the con-

sumers will buy 2 units instead of i unit. When the price is

5^24, consumers are perfectly free to buy i or 2 units of the

commodity. The fact that they buy 2 instead of i means, as

we have already argued in Chapter I of this Part, that to have

a second adds an amount to their satisfaction which is worth

£24. But since to have i rather than none added £25 worth

of satisfaction, while to have 2 instead of i added £24

worth of satisfaction, clearly to have 2 instead of none adds

£49 (or pounds worth of satisfaction. The consu-

mers would pay anything up to ^^49 in order to have 2 rather

than none. Similarly, column B shows thatwhen the price falls

to £23, the consumers, who are free to buy as much as they

like at this price, buy 3 instead of 2 units. To have a 3rd

4284 M
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must therefore add 5^23 to their satisfaction. But since, as

we have seen, they would pay anything up to £49 to have
2 units instead of none, they would pay anything up to 3^72
(or ;^^49+;£23) to have 3 instead of none, since a 3rd unit

adds 3^23 worth to their satisfaction. Thus 3^72 is entered

in column E against the 3rd unit of consumption. Each
figure in column E is obtained by adding the corresponding

figure in column B to the previous figure in column E. The
price of a commodity measures its marginal utility to con-

sumers, i.e. the amount wEich is added to the consumers*
satisfaction by having one more unit of the commodity, so

that the total value of any amount of a commodity to con-

sumers is obtained by adding the price at which they will

purchase the last additional unit to the total value of the

previous number of units purchased.

We can now see the difference between the value of the

marginal product of management in an industry in which
there are many firms producing identical commodities, and
the value of the marginal product of management in an
industry in which there is rational buyers* preference for

the product of different firms, so that each firm is, in fact,

producing a different commodity. In both cases the value
of the marginal product of management is the net loss to

consumers due to the closing down of the single firm and
the concentration of the hired factors on the remaining firms.

In both cases it can therefore be measured by the total value
to consumers of the output of the single firm minus the price

offered by consumers for the marginal product of the hired
factors in the existing firms to which they are transferred.

But in the case of an industry in which there are a large

number of firms producing identically the same commodity,
the output of a single firm represents only a small part of the
total output of the commodity, and the price paid for the
output of this firm can be taken to measure the total value
to consumers of the firm’s output. But in the case of a
single firm producing the whole output of a single commodity,
the total amount spent on the firm’s output is less than the
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total value of that output to the consumers. For on the

principle outlined in the previous paragraph consumers
would be willing to pay a larger amount than they do for the

whole output of a commodity rather than go without it

altogether.

If it could be arranged that all hired factors were paid re-

wards equal to the value of their marginal products, the

actual rewards received by the management of firms, in

industries in which there were a large number of firms

producing the same commodity, would be a true measure
of the value of the marginal product of management. In

these circumstances management should move to the in-

dustries in which it received most. But if the question arises

whether a single firm should be set up to produce a new
commodity, or whether a single firm which is producing the

whole output of a particular commodity should be closed

down,—and this case includes the setting up or closing down
of one firm in an industry in which there is rational buyers’

preference—^the principles involved are different. If all hired

factors are paid rewards equal to the value of their marginal

products in other occupations, the management of a single

firm producing the whole output of a commodity will receive

something less than the value of its marginal product. For
the value of its marginal product is equal to what consumers
would be willing to pay for the firm’s output, rather than have

none of the commodity, minus the amount paid to the hired

factors
;
and this is greater than what is spent on the product

minus the amount paid to the hired factors. A new firm

should therefore be set up to produce a new commodity, if the

value of the marginal product of management reckoned in this

way is greater than the value of the marginal product of

management in other industries.

If it could be assured that the hired factors of production

were paid rewards equal to the value of their marginal pro-

ducts, the movement of every factor of production, including

the factor management, to those occupations in which it was
earning the highest reward, would bring about the most
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desirable distribution of resources among the different

existing occupations, but would not serve to show whether a
new commodity should be produced or whether an existing

commodity should in future not be produced at all. The
ordinary^ pricing principles, which we examined in Chapters I

and II of this Part, will serv^e to determine how much of each
commodity should be produced, if any at all is produced,
but will not serve to show whether a particular commodity
should be produced or not.

We may, however, make certain statements about this

decision. A new commodity should always be produced if

there is any output of that commodity for which the total

expenditure on the commodity would cover its costs of

production. For, as we already have shown, the total value

to consumers of the output of a new commodity is always
greater than the total amount spent on it. Consequently, if

the total amount spent on it is sufficient to cover its costs,

the total value of the commodity to consumers will be more
than sufficient to cover its costs. But even if there is no
output of the commodity for which consumers would offer

a price sufficient to cover its cost of production, it may
nevertheless be desirable to produce the conmiodity. This is

illustrated by a comparison of Tables i and 4 on Chart I at

the end of the book. Let us suppose Table i represents the
conditions of production of a new commodity by a single

firm, and that column B of Table 4 shows the price which
consumers will pay for the corresponding outputs of the
firm. By comparing column B of Table i with column B of
Table 4 we can see that for every output the average cost of
production is higher than the price which consumers will

pay for the product. But by comparing column C of Table i

with column E of Table 4 we can see that for all outputs
between 6 and 1 1 units the total value to consumers of the
commodity is greater than the total costs incurred in its

production. The commodity should, therefore, be produced.
Thus monopolistic conditions may involve waste, because

the output of an industry may not be concentrated on the
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correct number of firms, and because the pricing system

alone will not suffice to show whether or not a single new
firm should be set up to produce a new’ commodity or a new
brand of an old commodity.

We have shown that the existence of monopolistic condi-

tions may modify all the three fundamental advantages of

perfect competition mentioned in Chapter II of this Part. It

will be clear from this discussion that a large number of the

so-called wastes of competition are more properly to be called

\vastes of monopolistic conditions’
;
and it may be of use to

enumerate a number of particular ways in which these W’astes

may show themselves.

(a) One wraste of competition, which is only possible if

irrational buyers’ preference leads to the absence of perfectly

competitive conditions, is expenditure on competitive ad-

vertisement. If in any industry no firm produced an appreci-

able proportion of the total output of a product, and if this

product were standardized and sold in a perfect market, no
firm would spend money on advertisement. It would be
sheer waste to do so, as in these conditions each firm can

extend its market by an inconsiderable reduction in the price

of its product. But where the market for a firm’s product is

imperfect, so that in order to sell more it must lower its price

considerably to attract custom from its rivals, it may be better

for it to sell more not by lowering its price but by spending

considerable sums on persuading its customers that its

product is better than that of its rivals. If all preferences

were rational and so based solely on real differences in price

and quality, firms would attract custom by cutting prices

or improving quality. But if irrational buyers’ preferences

exist, each of two firms, selling almost the same product,

may spend large sums on advertisement, and the advertise-

ment of each firm may just offset the effect of the advertise-

ment of the other. Yet it may pay neither of them alone to

stop advertising.

Such expenditure is clearly a waste from the community’s

point of view; labour, capital, and other economic resources
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are Utilized for a purely competitive battle, which has no
social use at all. If real differences in the product of different

firms exist, advertisement will serve a useful purpose if it is

used simply to point out the real advantages and disad-

vantages of different products and so to lessen irrational

buyers’ preference. But, even in this case, the advertisement
will only be worth while if the extra satisfaction obtained
as a result of the additional knowledge on the part of con-
sumers is greater than the satisfaction obtainable from the

goods w^hich might otherwise be produced by the factors of

productions used in the preparation and organization of the

advertisement. In the real world a large part of expenditure
on advertisement is undertaken simply to attract purchasers
from one firm to another or from one product to another,

without in fact giving consumers any greater knowledge of

the ways in which particular goods will satisfy their needs.

And all such expenditure on advertisement is a waste, due to

monopolistic conditions in the sale of commodities.
(b) A similar waste which is due to irrational buyers’

preference is expenditure on cross-transport. A firm in the
north may be selling to customers in the south, while a firm
in the south is selling an equally satisfying product to custo-

mers in the north. If competition were perfect, the firm in the
north could sell at a better price in the north, since it would
have to bear smaller transport costs on goods sold there than
on goods sold in the south. But if the firm in the north had
to lower its price or to spend money on advertisement to

attract the northern consumers from the southern firm, it

might find it more profitable to bear the transport costs rather
than to change its market.

Such a waste due to unnecessary transport can be exempli-
fied in the distribution of milk in a city. If each milk cart

delivered to one or two streets instead of each cart to one or
two houses in each street, the delivery of milk could be under-
taken at a smaller cost. AxiA perfect competition would bring
this about, since each seller of milk would concentrate on
one or two streets and drive out his competitors by incon-
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siderable reductions in the price at which he offered milk to

persons in the particular district. But, in fact, an individual

dair^TOan will not find it profitable to concentrate on a

particular district, for, in order to obtain all the custom in one

street, he would have to reduce his prices very considerably

below his rivars to obtain his rival’s custom.

(c) The failure of each firm in one industiy to specialize

on a line of product to which it is most suited is another waste

due to the imperfections of competition. Here again if there

were perfect competition so that each individual firm could

sell as much as it liked of a particular type of the product

without causing the price to fall, competition would auto-

matically bring about this specialization. For each firm

would in these circumstances concentrate on one type and
quality of product, if there were any real economies to be
achieved by such action. But if each firm has to spend money
on advertisement or to offer considerably lower prices to

attract customers, each firm may find that it pays it better

to produce a varied assortment of types and qualities to sell

to its own particular customers rather than to face the cost

of attracting a larger number of customers for one type of

product alone.

In this case as well there is only a certain waste if the

failure to specialize is due to irrational buyers’ preference.

If there is a rational buyers’ preference for the goods of each

particular firm, the concentration of the output of one line

of the commodity on each firm will mean that certain firms

stop producing particular lines of the product. This is

equivalent to disappearance of certain distinct commodities,

and the loss involved to the consumers by this must be
reckoned on the principles discussed above in this chapter

(pp. 160-3).

(d) Finally we may point out two particular ways in which
an industry may fail automatically to concentrate the output

on a small enough number of firms. In both these instances

the distinction between rational and irrational buyers’ pre-

ference is all-important in order to judge on the principles
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outlined above (pp. 160-3) how far any concentration should

go. First, in conditions of imperfect competition the efficient

firms which can produce at lower costs may fail to drive out

the inefficient firms. Perfect competition would bring this

about, since each efficient firm would produce and sell more
so long as its marginal cost was below the demand price of

the product; and as all the efficient firms produced more,

the total output of the commoditywould grow and the demand
price would fall, so that any inefficient firms, whose lowest

average cost could no longer be covered by the demand price,

would be driven out of business. But if there were not

perfectly competitive conditions, and if the efficient firms

had to spend considerable sums on advertisement or had to

reduce their prices considerably to attract the customers of

the inefficient firms, they might well prefer not to drive out

the inefficient firms, even if the prices charged by the in-

efficient firms were well above the marginal costs of the

efficient firms.

Secondly, monopolistic conditions may prevent that

standardization of commodities which is desirable for the

most efficient methods of production. A large number of

firms might be producing different types of cars, each pro-

ducing a small output at a high cost. If only a few designs

were produced, and each were produced in one firm on a large

scale, the cost might be very much reduced through the

economies of large-scale production. Yet there is no assu-

rance that imperfect competition will bring about this stan-

dardization and concentration of output. No individual

producer might have any incentive to start to expand his

output and to produce a single design on a larger scale, since

the cost of invading his rival's markets might outweigh any
reduction in his average cost which he could hope to obtain

by the expansion in his output.
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THE CONTROL OF .MONOPOLY

I
N this chapter we shall discuss the different measures, by
which the state may control industry’ in order to remove the

disadvantages of monopolistic conditions. These measures

fall into five groups:

!• Anti-Combination Laws designed to prevent the

formation of monopolies among sellers or buyers;

2. Educational Measures designed to remove irrational

buyers’ preference on the part of consumers or to

remove the lack of mobility of factors of production,

in so far as this is due to ignorance

;

3. Rationalization, which aims at concentrating the out-

put of any industry in the hands of a single but private

control

;

4* Taxes and Subsidies used to control the output of

different industries
; and

5. Price Control which aims at removing the monopo-
listic power of influencing prices.

1 . The possibility of removing monopolistic conditions by
legislation^ making the formation of combinations illegal is

limited in the modern world. A monopolist may be able to

restrict supply and so to hold the price of his product above

the cost, because he controls the whole or a large proportion

of the total supply of some natural resource. In this case a

legal regulation, which effectively prevents all the owners of

oil, for example, from forming an agreement to hold the

price of oil above its cost, may be useful in preserving the

fundamental advantages of competition. Legal regulation

^ Actual legislation in the naodern world is more often designed for

precisely the opposite purpose of creating monopolies (e.g.) by limiting

through licences the number ofmotor-omnibus companies that may operate

in any district. Although, as we shall argue below (pp. 174 and >175),

such legislation may be justifiable in special circumstances and with special

safeguards, there is a dangerous tendency for modem industrial legislation

to increase rather than to diminish the power of monopolies.
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may be useful also in preserving the free movement of factors

of production from one occupation to another. A trade

union or professional body may be able to restrict free entry

into the trade or profession by charging unnecessarily high

entrance fees or by limiting the number of apprentices.

Those who are already in the trade may be the only people

able to train newcomers to it; or a professional body may
misuse legal powers, which have been entrusted to it to

maintain the standards of the profession. Legal regulations

preventing the restriction of entry into any occupation on

any ground other than lack of the necessary professional

qualifications may effectively increase the ease with which

labour can move from lower paid to higher paid occupations.

But there are many causes of monopoly which such Anti-

Combination Laws cannot remove in the modern world.

Nothing useful can be done by this method to prevent

monopolistic conditions in an industry in which there are

important economies of large-scale production. Anti-Com-
bination Laws cannot ensure that there will be a large

number of independent railways competing between Oxford

and London, or that motor-cars will be produced by a

large number of small independent firms. Or if legal regula-

tions could bring this about, they would clearly be wasteful.

Such measures cannot cure the imperfection of the market

for the sale of a product, which is due to transport costs or

to buyers’ preference, whether rational or irrational. Nor
can they ensure perfect competition in the purchase of factors

of production, since they do nothing to remove either the cost

of movement for labour or the ignorance of the factors as to

the occupations in which they can obtain the highest rewards.

In spite of such measures the most important reasons for

monopolistic conditions will still remain.

2. Educational Measures are of greater significance in the

modern world. Such measures are of two kinds
;
they may

give consumers fuller knowledge of the real qualities of the

goods which they purchase, or they may give to the owners
of factors of production, and in particular to labour, fuller
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knowledge of the rewards offered for employment in different

occupations and of the cost and methods of training for and
of moving into other occupations. We may deal with these

tw^o objects separately.

If consumers’ associations or a public consumers’ board
could test scientifically the qualities of different products and
could instruct consumers in the advantages to be derived

from different amounts of different commodities, irrational

buyers’ preference would be diminished. If a trustworthy

and authoritative body were enabled to spend on consumers’
research one tenth of the sums now spent on wasiSuI com-
petitive advertisement, a large amount of buyers’ preference

would disappear. In consequence, wasteful competitive ad-

vertisement would diminish and producers would be forced

to concentrate on real quality rather than on high-pressure

salesmanship
;
cross-transport charges would diminish, in as

far as they were wasteful; the concentration of output on a

smaller number of more efficient firms would take place;

and competition would become more nearly perfect in the

case of many products, so that the price paid for the factors

of production would approach more closely to the value of

their marginal products.

But many reasons for monopolistic conditions in the sale

of commodities cannot be touched by consumers’ education.

In industries in which there is room for only one or a few
firms of the optimum size, consumers’ education will not

remove the power of each firm to influence the price of its

product by varying its sales. In this case the monopolistic

condition is due to the fact that the number of sellers is small,

and not to the existence of buyers’ preference. In many cases

in which there is a large number of independent firms pro-

ducing a commodity, each firm has a semi-independent

market for its product based on rational buyers’ preference

due (e.g.) to transport costs or to real differences in quality

of the products
;
and in these cases consumers’ education will

not remove the fact that each firm by selling more or less can

appreciably affect the price of its own product.
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Educational Measures include also measures designed to

lessen monopolistic conditions in the purchase of factors of

production, A single producer may be able to depress the

price of a factor which he is purchasing, either because the

number of purchasers is small or else because the factor

purchased does not move readily from the purchaser offering

a lower to a purchaser offering a higher price. In as far as

there is no alternative use for a factor (e.g. a raw material)

except in one industry and in as far as the producers in that

industry are small in number, no amount of information

given to the owners of the raw material will remove the

power, possessed by each purchaser of that raw material, of

depressing its price by buying less of it.

But producers may have some power of control over the

price of a factor which they purchase, not because they are

few in number but because a certain amount of this factor

is closely attached to each individual producer and does not

move immediately to other producers, who are offering a

higher price. This lack of mobility of the factor of production

may, however, be ‘rationar or ‘irrational’. It is rational if it is

based on real costs of movement. If it is costly for a worker

to move from one firm to another because employment in the

second firm involves costlier travel to and from his work

each day, or because he must move his home to another

district or learn a new skill, he will have a rational cause for

not moving, unless the wage offered by his present employer

falls so far below the wage offered by the alternative employer

that the difference in wage more than covers the cost of

movement. These rational costs of movement cannot be

removed by any educational measures.

But labour may fail to move, because it is ignorant of the

wages offered elsewhere or of the chances of employment in

other occupations, or because it overestimates the cost of

movement or the cost of learning a new skill, or because it is

ignorant of the cheapest methods of moving or of learning a

different skill, or because it cannot raise the sum necessary for

the move at the current rate of interest. The owners of capital



THE CONTROL OF ’MONOPOLY 173

and land from ignorance of the yield of capital and land in

different occupations may fail to move these factors to the

occupations in which the yield is highest. Sellers of raw
materials from ignorance of the prices offered for the

material by different producers in different industries or in

different districts may fail to desert a purchaser offering a

lower price for a purchaser offering more. If the ignorance

of the owners of factors of production could be removed,
there would be a considerable diminution in the control of

individual purchasers over the price of the factors which they

purchase.

Different Educational Measures will be proper in the case

of different factors. A more complete use of existing state

Labour Exchanges for the purpose of giving information

about the jobs offered in different districts, firms, and occupa-

tions and about the rates of pay offered
; the provision either

through the Labour Exchanges or other bodies of information

about the cost and methods of learning different skills
;
an

extension of the guidance given by public bodies to juveniles

entering industry of the prospects in each industry; the pro-

vision through public bodies of training courses at the lowest

possible cost; the provision through public agencies of in-

formation about the cost ofmovement from district to district

and about the cost of living in different districts
;
the loan of

money by some public body to workers, at the current rate

of interest and with appropriate sinking funds for the repay-

ment of the capital sum, to finance the cost of movement—all

these are appropriate measures to take in the case of labour.^

In the case of capital much is already done by the owners
of capital themselves through the organization of the stock

exchanges and the advice which stockbrokers can give of

the yields in different industries and firms. But in the case

of newly floated companies which are issuing shares and

^ If by such measures the labour market is better organized, there will

be a diminution in that type of unemployment to which reference was
made in Part I, Chapter VIII (p. 77), and which is due to the fact that

some labour is always in the process of moving from one job to another.
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borrowing for the first time, the owner of capital is often

left in great ignorance about the probable profitability of the

new enterprise. The organization by the state or by the stock

exchange of a body which could call on technical experts in

different fields to give authoritative and fair judgement about

the actual prospects of a new company might be of consider-

able assistance. The organization of the markets in which

raw materials are bought and sold already provides consider-

able knowledge to the buyers and sellers. But any increased

publicity of the actual prices paid by different purchasers

would be of considerable help, and the state might give legal

power to certain bodies to obtain and publish the prices at

which purchases of different raw materials were taking place

by different firms in different districts and in different

industries,

3. We must turn now to Rationalization as a method of

removing some of the disadvantages ofimperfect competition.

By rationalization is meant action taken by the state or by
the majority of producers in a particular industry to bring

that industry under a single control. Such action will remove
many of the wastes, which are due to irrational buyers’

preferences between the products of the different firms in an

industry. If an industry is brought under a single control,

wasteful competitive advertisement between the individual

firms will be directly eliminated; and it will pay the single

ownership to concentrate production on the more efficient

plants, to reduce the number of plants until each remaining

plant is working at capacity, to specialize each productive

unit on a single line of product, and to eliminate any existing

cross-transport charges.

Rationalization will therefore eliminate directly many of

the so-called wastes of competition, which could be elimi-

nated indirectly by the removal of consumers’ ignorance and
inertia

;
and in many cases rationalization is a better way of

removing these wastes than the education of consumers. For
such education of consumers could never be complete, and
it could only remove irrational buyers’ preference at consider-



THE CONTROL OF MONOPOLY 175

able cost. But rationalization will remove these particular

wastes without any cost and will remoi^e them completely.

This is not, however, to argue that expenditure on the pro-

vision of authoritative information to consumers is not

desirable, since consumers will always have to choose between
the products of different industries, whether these industries

are rationalized or not. If there is irrational buyers’ prefer-

ence in the choice between articles produced by different

rationalized industries, these industries may embark on
wasteful competitive advertisement aimed at attracting

custom from the one industry to the other.

But it is equally clear that rationalization alone is not a
sufficient cure for the evils of monopolistic conditions. For
rationalization is based upon bringing the control of an
industry under a single private direction, and this will

obviously increase the monopolistic power of the industry

over the price charged for its product and over the price

paid for its factors of production. We may conclude that

while the breaking down of obvious artificial barriers to

competition, the education of consumers and of factors of

production, and the rationalization of industries in which
irrational buyers’ preference plays an important part, will

together remove many wastes due to monopolistic conditions,

yet these measures cannot remove the monopolistic influence

over prices, which will be exercised in industries in which
the number of competing producers is necessarily small.

Rationalization will clearly increase such monopolistic control

over prices. We must turn to measures which will remove
the disadvantages of monopoly in those cases in which there

is not room for a large number of independent producers.

4. The use of Taxes and Subsidies by a public body is

theoretically a complete method of removing the wastes of

monopoly. All the disadvantages of monopolistic conditions

can be explained by saying that while consumers’ needs

would be best satisfied if a factor of production were shifted

from one industry to another whenever the value of its

marginal product in the second industry exceeded the value
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of its marginal product in the first by an amount sufficient to

cover the cost of movement, in monopolistic conditions this

may not happen automatically. Theoretically any desired

shift of the factors of production can be brought about by a

system of taxes and subsidies. If, for example, it is desired

to shift labour from one industry to another, a tax per worker

employed may be imposed in the first industry in order to

raise the cost of employing additional labour in that industry

;

and the proceeds of the tax may be used to pay a subsidy on
each worker employed in the second industry in order to

lower the cost of employing more men in that industry.

The rates of subsidies and taxes can be adjusted to shift

a factor of production in any direction to any extent and yet

in such a way that the tax always just covers the subsidy.

Thus, suppose that there are three industries A, B, and C,

and that it is desired to shift 6o units of labour from A, 40
from B, and 100 to C. A tax on labour employed in A and B
used to pay a subsidy on labour employed in C is indicated.

If such a tax and subsidy shifts only 80 units to C, but shifts

70 from A and 10 from B, the tax on labour employed in A
must be lowered slightly and that on labour employed in

B raised considerably so that a greater subsidy can be paid

on labour employed in C. By adjustments of this kind, any
desired shift in the employment of any factor can be achieved.

The best distribution offactors among different occupations

will be achieved if factors are shifted from one to another

occupation whenever the difference between the value of

their marginal products in the two occupations is sufficient

to cover the cost of movement. But this does not mean that

the hired factors should always be shifted into those occupa-

tions in which, because of monopolistic conditions, they are

paid less than the value of their marginal products. This
would be true if the vast majority of industries were perfectly

competitive, so that the hired factors in most industries are

paid rewards equal to the value of their marginal products,

while in one or two monopolistic occupations the hired

factors are receiving less than the value of their marginal
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products. In this case it would be desirable to shift the hired

factors of production from the competitive industries into all

of the monopolistic industries, in which the values of their

marginal products were higher. But if most occupations were
monopolistic, so that the values of the marginal products of

the hired factors were greater than their rewards in the vast

majority of industries, it would be impossible to expand all

these industries at the same time
;
all that is desirable is that

factors should shift from industries in which the values of

their marginal products are lower than the average to in-

dustries in which the values of their marginal products are

higher than the average. This implies taxing the employ-
ment of the hired factors in those industries in which there

is more than the average degree of competition, in order to

subsidize the employment of the hired factors in those

industries in which there is less.

If by such a system of taxes and subsidies the factors of

production are shifted from one occupation to another until

the values of their marginal products are the same in every

industry, the first two fundamental advantages of perfect

competition mentioned in Chapter II of this Part will be
achieved. For we have shown in that chapter that if the value

of the marginal product of each factor is the same in every

industry, commodities will be produced in those amounts
which satisfy consumers’ needs best, and also it will be
impossible to produce more of any one commodity without

producing less of another.

The third fundamental advantage of perfect competition is

that the number of firms in each industry will be such that

each firm is of the optimum size. Here again the control of

monopolistic conditions by taxes and subsidies could theo-

retically achieve the desired result. For just as the hired

factors of production can be shifted from one industry to

another by this means, so a system of taxes and subsidies

can be used to shift management from one industry to

another, i.e. to decrease the number of firms in one industry

and to increase it in another. We have already explained in

4284 iq-
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the last chapter (pp, 156-163) how the value of the marginal

product of management in each occupation is to be measured

and how by this means it can be decided whether the number

of firms is too large or too small in any particular industry^

For this purpose a fixed tax should be levied on each inde-

pendent firm in any industry in which there are too many
firms, and a fixed subsidy should be paid to each firm in the

industries into which it is desired that management should

move. It was argued in the last chapter (pp. 156-8) that if

industry A was more competitive than the average, whereas

industry B was less competitive than the average and if the

lack of competition was not due to rational buyers’ preference,

the hired factors ofproduction should be shifted from industry

A to industry B while management should be moved from

industry B to industry A. In these conditions a tax levied

per unit of the hired factors employed in A, and used to pay

a subsidy fixed in amount to each firm in industry A, together

with a tax fixed in amount on each firm in B used to pay a

subsidy per unit of the hired factors employed in B, will

bring about the desired distribution of resources.

In a similar manner taxes and subsidies may theoretically

be used to eliminate the wastes of competition enumerated

on pp. 165-8 above. Wasteful competitive advertisement

can be made unprofitable by the imposition of a heavy tax on

such advertisement. Cross-transport charges can similarly

be eliminated by a tax on wasteful transport. If because of

irrational buyers’ preference firms fail to specialize in

particular lines of product where such specialization would

bring real technical economies, a tax might be devised to

rectify their wasteful practices. Finally, the reader is reminded

that it was argued in Chapter III of this Part (pp. 123-5)

those wastes which are compatible with perfect competition

can also be removed by a judicious use of taxes and subsidies,

designed to make the marginal cost of producing anything to

the individual producer the same as the marginal cost of the

production to the community.
But this method of taxes and subsidies, which is theoreti-
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cally so complete, has one obvious defect in operation

—

the difficulty which the public body administering these

taxes and subsidies would have in estimating the value of the

marginal product of factors in different uses, in order to shift

each factor of production into that occupation in which the

value of its marginal product is highest. It is important to

realize exactly what this difficulty involves. The estimation

of the marginal product of any factor in any occupation is a
technical matter, which is dependent upon the correct judge-

ment of those operating the firm in question. Business men
will alw^ays be asking themselves and their technicians the

question: 'How much should I increase my product if I

employed more labour or if I installed another machine of a

given type or used more of this raw material?’ and they are,

of course, liable to make mistakes in such matters. But no
public authority can discover what is the business man’s esti-

mate of these 'marginal productivities’ simply by inspection

of what the business man does. Even if the price paid for

each factor of production and the prices of all products are

known, the public authority cannot decide whether the busi-

ness man decides not to take on another unit of labour because
he thinks that its marginal product is small, or because he
judges that the price of his product would fall too much
if he put this extra output on the market, or because he
wishes to avoid increasing his demand for labour and so

raising the wage-rate. Technical knowledge alone can give

an approximate estimate of the marginal productivity of

different factors
;
and since the payment of a tax or receipt

of a subsidy depends upon its decision, the public authority

cannot expect the business man to provide it with accurate

estimates. The public authority must either guess, or have
technical experts of its own familiar with each industry, who
must be continually revising their estimates of the marginal

productivities of different factors ; for, it must be remembered,
continual technical changes are likely to take place. To guess

will be unsatisfactory, while to duplicate in many industries

the technical staff, one half ofwhich is working for the owners
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and another half for a public authority, involves considerable

waste and is unlikely to lead to an easy and harmonious
management of the concern. In brief, if a public authority

were in a position to adjust the necessary” taxes and subsidies

satisfactorily it would, in fact, be in a position to manage the

industries itself, and direct socialization, which we shall

discuss in the next chapter, would be the obvious solution.

5 . The Control of Prices by a public body is another method
of control over monopolistic conditions, which may theoreti-

cally bring about the desired redistribution of resourcesamong
the different occupations. We have seen that the wastes due
to monopolistic conditions are all due to the fact that indivi-

dual producers may have the pow”er of raising the price of the

commodity sold by selling less of it or the power of depressing

the price of hired factors by hiring less of them. This power
can theoretically be removed if maximum commodity prices

and minimum factor prices are fixed by a public authority.

We shall discuss the fixing of maximum commodity prices

and the fixing of minimum factor prices separately.

We have argued that the resources at the disposal of the

community will be most effectively used if the value of the

marginal product of each factor is the same in every occupa-

tion. If, therefore, by means of price control the value of the

marginal product of each factor could be made equal to its

reward in every occupation, and if factors were left free to

move in search of the highest rewards, the value of the

marginal product of each factor would tend to be the same
in each occupation. In those cases in which an individual

producer can raise the price of his product by selling less,

he will not employ factors such as labour up to the point

at which the price of labour is equal to the value of its

marginal product; he will employ less labour than this,

because he can raise the price of his product by producing
and selling less. But if a maximum price for his product
were fixed by law, this would remove his power of raising

prices by restricting his output and if the legal price were
properly chosen, he could be made to employ labour up to
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the point at which the value of its marginal product was equal

to the wage-rate.

This point is illustrated by a comparison between Tables

6 (b) and 8 on Chart II at the end of the book; Table 6 (b)

illustrates the position of a producer who is selling his product

in monopolistic conditions, and Table 8 shows the effect

of a legal maximum price for the product. Columns B and

C of Table 6 (by show the technical possibilities ofproduction

by a certain producer, while column D shows the conditions

of his selling market, i.e. the price at which he can sell the

corresponding output of column B
;
if he can employ labour

at a wage-rate of £2^ he will give employment to 21 men,

since column G shows that up to this point he would add

more to his receipts than to his costs by employing another

man. But it is clear from column E of Table 6 (b) that he

should employ 30 men, if the wage-rate of £s he equated

to the value of the marginal product of labour. Column D
shows that for the output of 30 men, which is the volume of

employment which he should give, consumers will pay a

price of 2^. Suppose then that some public body fixes a maxi-

mum legal price of 2s. for this product; then the conditions

in which the producer can sell are represented in Table 8

instead of Table 6 (6). Even if he employs less than 30

men and produces so small an output that consumers would

be willing to offer more than 2S, a unit for it, he will, neverthe-

less, be unable to charge more than 2s, If, however, he em-

ployed 3 1 men and produced a larger output than consumers

are willing to purchase at 2^. the maximum legal price will

become ineffective so that the price he could charge would

fall as before to iid. By comparing columns E and G of

Table 8 it can be seen that so long as the legal maximum

price is operative the conditions for the producer are made

to resemble those of perfect competition (shown in Table

6 (a)), where he has no control over price and where the value

of the marginal product of labour in column E is equal to the

^ The figures in this Table have been explained at length in Chapter IV

of this Part (pp. i37
-
9)‘



i82 the control of :monopoly

marginal value of labour shown in column G. In the condi-

tions shown in Table 8 it will pay him to employ 30 men at

a wage-rate of £2 »
point he can add more than

£3 to his receipts by employing another man.
We can also illustrate this argument by comparing a firm’s

marginal cost with its marginal receipts, and by studying the

effectof price control. This is done by a comparison of Tables

I, 2 (i), and 3 on Chart I at the end of the book, Table i

representing a firm’s costs, Table 2 (b) representing monopo-
listic conditions of sale for this firm’s output, and Table 3

showing the difference made to these market conditions by
the fixation of a maximum legal price for this firm’s product.

It can be seen from a comparison of Tables i and 2 (b)

that in the absence of a legal maximum price the firm will

produce 7 units of output, since up to this point its marginal

cost is lower than its marginal receipts. But it should produce

10 units of output which it can sell at a price of £20

^

if it is

to produce more, so long as its marginal cost is less than the

price of the product, i.e. so long as the rewards of the factors

are less than the value of their marginal products. Table 3
represents the effect of fixing a maximum legal price of £20
for the product of this firm. The effect of such price regula-

tion is to make the marginal receipts of the firm equal to this

regulated price of £20 for every output for which this maxi-
mum price is effective, i.e. for every output for which con-

sumers would be willing to pay a price of £20 or more. We
know, however, from Table 2 (b) that, if the firm produced
more than 10 units of output, consumers would not be willing

to pay a price of £20, so that the price control would become
ineffective; and therefore for all outputs greater than 10 the

conditions of Table 2(b) are reproduced in Table 3. By
comparing Table i with Table 3 it can be seen that with the

maximum legal price fixed at £20 the firm would produce
the desired output of 10 units, since up to this point its

marginal costs would be lower than its marginal receipts.

There is an important difficulty connected with this

method of control of monopoly. In the case of industries in
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which the optimum size of a single plant is so large in

relation to the total demand, that a single plant cannot be
run at its full capacity, it will not be possible simply by
fixing a maximum legal price to make the price of the product
equal to the marginal cost of production. For so long as the

average cost of production could be lowered by operating

the plant more fully, the marginal cost will be lower than the

average cost of production. In these circumstances if the

firm is not allowed to charge a price higher than its marginal

cost of production, the price will be below the average cost

of production and the firm will be unable to cover its costs,

so that sooner or later it would close down entirely. This
difficulty is illustrated by the comparison of Table i with

Tables 4 and 5 on Chart I. Table i again illustrates the cost

conditions in a single firm, while Table 4 takes the place of

Table 2 (b) to illustrate the market conditions for the sale of

the firm’s product. The important difference between the

figures chosen in Tables 2 (b) and 4 must be explained. In

Table 2 (b) it was supposed that the desired output of 10

units was one at which the average cost of production was
covered by the price offered for the firm’s product. If,

however. Table i is compared with Table 4 it will be seen

that the firm should produce 9 units of output, because up
to this point its marginal cost is less than the price offered

for its product. But if it produces 9 units of output, it will

not be able to cover its costs, since Table 4 shows that the

price offered for 9 units is only ^17, whereas Table i shows
that the average cost of producing 9 units is £20 5s. And
yet if in other occupations prices are equal to marginal costs,

then in this occupation more should be produced as long as

the marginal cost is lower than the price of the product; for

only if this is done will the factors of production be distributed

in the best way between this and other occupations.

We have already shown in the last chapter (p. 164) that

a comparison of column E of Table 4 with column C of

Table i proves that this commodity should be produced.

If the plant in this industry is to be used at all, it should be
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more fully utilized so long as the marginal cost is less than

the price of the product, so that 9 units should be sold at ^17,
Table 5 illustrates the effect of fixing a maximum legal price

of 3^17, which is the price at which the output of 9 units could

be sold. So long as less than 9 units are sold, the legal price

control is effective with the result that the figures in columns

B and D of Table 5 are both equal to 5^17; for by selling one

more unit the firm will add ;£i7 to its receipts so long as the

price is fixed at ^^17. But for outputs greater than 9 the legal

maximum price becomes ineffective, so that the figures in

columns B and D of Table 5 become the same as the corre-

sponding figures in Table 4. If Tables i and 5 are compared
it can be seen that if the firm produces anything at all, it will

produce 9 units w^hen the legal maximum price of ^^17 is

fixed, since for outputs of 6, 7, or 8 units its marginal cost

will be below its marginal receipts. But Tables i and 5 show
that when it is producing 9 units, its average cost is greater

than the price obtained for its product, with the result that

its total costs (;£i82 5^.) exceed its total receipts (£15^) by

5^29 5^. It would not pay the firm to produce anything

unless this loss were made up by a subsidy. But the combina-

tion of a legal maximum price of together with the

payment of a fixed subsidy to the firm of not less than £2^ 5^.

will enable it to cover its costs and give it the incentive to

produce 9 units of output. A maximum price fixed by law,

and so chosen that for the amount bought at that price the

marginal cost of production is equal to that price, will make
a producer produce up to the point at which his marginal

cost is equal to the price of his product. But in the case of

any industry in which the total demand is small relative to

the optimum output of a single efficient plant, the marginal
cost will be below the average cost, and in this case price

control must be accompanied by a fixed subsidy which will

enable the firm to cover its total costs.

In an analogous way the power which monopolists may
exercise over the prices which they pay for the hired factors

of production may be removed by the fixation of legal
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minimum prices for these factors. The fixing of a minimum
wage for labour will make it impossible for an employer to

lower the wage-rate by employing less labour, and so long

as the fixed minimum wage is efective will mean that by
taking on one more or one less labourer the employer will

increase or decrease his wage-costs by no more than the wage-
rate of labour. In other words, such a fixed minimum wage
will make the conditions for the purchase of labour corre-

spond to those of perfect competition. This point is illustrated

by a comparison between Tables 7 (6) and 9 on Chart II at

the end of the book. Table 7 (b) illustrates monopolistic

conditions in the hire of labour, and Table 9 illustrates the

same conditions when a minimum wage of £2 is fixed. In

Table 7 (b) the wage-rate which must be paid by the employer

to attract 30 units of labour is 3^3, Let us suppose that until

30 units of labour are employed, the value of the marginal

product of labour is greater than £2 >
so that 30 units of labour

should be employed. It is clear from Table 7 (b) that if there

is no control of the wage-rate less than 30 men will be em-
ployed, since by employing 29 instead of 30 men the wage-
bill will be reduced by £8 16s, and not simply by £2^ But
if a minimum wage-rate is fixed at £2^ the conditions of the

labour market become those shown in Table 9. The mini-

mum legal wage-rate is effective for all volumes of employ-

ment less than 30, since awage less than £2 would be sufficient

to attract any volume of employment less than 30: but for

volumes of employment greater than 30 the legal minimum
wage-rate becomes ineffective, since a wage-rate higher than

£2 must be paid to attract more than 30 labourers. In
consequence, for all volumes of employment up to 30, the

conditions are now similar to those of perfect competition

(shown in Table 7 (a)); while for volumes of employment
above 30 the conditions remain monopolistic as before. But
with this fixed minimum wage-rate the employer will no
longer have any incentive to employ less than 30 men simply

in order to reduce his costs by reducing the wage-rate.

We conclude that if a maximum price for the product is
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fixed at the figure which would be the demand price if the

article were produced up to the point at which its marginal

cost were equal to its price, and if minimum prices for the

factors of production are fixed at the figures which would
have to be paid if the factors were employed up to the point

at which their rewards were equal to the value of their

marginal products, the results of perfect competition can be

reproduced. No producer will have any incentive to reduce

output in an attempt to raise the price of his product or to

reduce the rewards paid to the hired factors. In these circum-

stances each factor would be paid a reward equal to the value

of its marginal product, and the factor would thus be

distributed in the best way among the different possible

occupations. In the case of commodities for which the de-

mand was so small that a single plant could not operate at its

fullest capacity, this price regulation would have to be

accompanied by the payment of fixed subsidies to enable the

total cost of production to be covered.

If this method of control over monopoly were chosen,

appropriate price-fixing bodies would have to be established.

In the case of wage-rates there are already many wage-fixing

bodies. In many industries there are Trade Boards, and in

agriculture Wage Boards, whose function is to fix minimum
wage-rates. In other industries Trade Unions fix minimum
wage-rates with the employers. Where monopolistic condi-

tions exist in the hire of labour, such wage-fixing bodies

diminish the incentive which employers may have to dismiss

men simply in order to depress wage-rates. Such bodies are

therefore fully justified in conditions which would in any
case be monopolistic, and their action in fixing wage-rates

makes the wage paid approximate more closely to the value

of the marginal product of labour than it would otherwise do.^

^ These are the conditions to which reference was made in the foot-
note at the end of Part I, Chapter IX. Where monopolistic conditions in
the hire of labour exist, the fixing of a minimum wage-rate will remove
the incentive to dismiss men simply in order to depress wage-rates, so
that the same volume of employment will be given at a higher real wage-
rate or more employment will be given at the same real wage-rate.
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The difficulties of this method are similar to those alreadv

discussed in connexion with the control of monopoly by
means of taxes and subsidies. Bodies which are fixing maxi-
mum commodity prices and minimum factor prices, in order

to equate the rewards of factors with the value of their

marginal products, must estimate the marginal productivities

of different factors in different industries.

It is, however, relatively easy for price-fixing authorities

to discover if the maximum commodity prices are too low or

the minimum factor prices are too high. Suppose that the

relevant authority has attempted to fix a maximum price for

a commodity and minimum prices for the factors, which
equate the prices of the factors to the value of their

marginal products. If, however, the maximum legal price

for the commodity has been in fact fixed below this proper

level, there will be a twofold result; consumers will wish to

purchase more than the proper amount of the product be-

cause its price is fixed too low, while at the same time the

producers will wish to produce less than the proper amount
of the product, because the lowering of the price by law has

reduced the value of the marginal product of each factor

below the price that must be paid for that factor. Consumers
will at this price desire to purchase more than the producers

are willing to produce. At the shops there will be a

scarcity of goods at the ruling price, so that consumers

will scramble or form queues and wait in the hope that they

will be the lucky persons who will not have to go entirely

without the commodity, for which at the ruling price the

demand exceeds the supply. When, therefore, the price-

fixing authorities observe these phenomena they will know
that the price fixed is in fact too low. But if the maximum
legal commodity price has in fact been fixed too high, there

will be no such indications of its mistake to the price-fixing

authority. For, if they have fixed too high a price, they will

have taken away some of the monopolistic power from the

producer—so long as the price fixed is lower than the price

which would have been charged if there had been no control
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—^but they will not have fixed a price sufficiently low to

cause the monopolist to extend his production up to the point

at which its marginal cost is equal to its price. The output

will be smaller and the price of the product higher than is

necessar}', but there will be no means by which the price-

fixing authority can tell whether this is so except by actual

measurement of the marginal products of the factors in order

to assess the marginal cost of production.

Similarly, the authorities fixing minimum legal prices for

factors of production will be able to judge fairly easily if

these fixed prices are too high, but will have no simple

criterion by which they can judge whether they are too low.

Suppose, for example, that a minimum wage-rate has in fact

been fixed at a level higher than that which will equate the

value of the marginal product of labour to the wage-rate.

In consequence of the excessively high wage-rate more than

the proper amount of labour will be attracted to this occupa-

tion, but at the same time producers will employ less than

the proper amount of labour, because the excessively high

wage-rate has raised the price of labour above the value of

its marginal product. The result will be unemployed labour

in the industry, since all the labour seeking work in that

occupation at the excessive wage will not be able to find

employment at that wage. But if the legal minimum wage
fixed is too low, employers will be left with some monopolistic

power of depressing wage-rates by reducing their demand
for labour below that amount, at which the wage-rate would
be equal to the value of labour’s marginal product. But the

wage-regulating authority will have no means of judging

whether the minimum price fixed for any factor of production

is too low except by direct measurement of the marginal

product of that factor.

There is one advantage of this method of price regulation

over the method of taxes and subsidies. The method of taxes

and subsidies cannot be used at all, unless the public author-

ity which is adjusting these taxes and subsidies directly

assesses the marginal productivities of the different factors
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in different occupations. But by a process of trial and error

use might be made of maximum legal selling prices for com-
modities and minimum legal buying prices for factors of

production without assessing directly the marginal produc-
tivities of different factors in different occupations. If the

price-fixing bodies lower the maximum commodity prices so

long as there are no signs of an excess of consumers’ demand
over supply, and raise the minimum factor prices so long as

there are no signs of unemployment, a close approximation
to the correct regulation of prices might be found. At the

same time it must always be assumed that in industries in

which the plant could not be operated to capacity, sufficient

fixed subsidies are paid to enable the plant to cover its total

costs.

Even so the real difficulties of this method of control would
be enormous if it was to be effective and complete. Theoreti-

cally a different legal maximum price w^ould have to be fixed

for every commodity and for every different type or quality

of each commodity, in the sale ofwhich there was any element
of monopoly power

;
and all these prices would not only have

to be subject to continual revision, as technical methods of

production and consumers’ tastes changed, but also would
have to be effectively enforced by the responsible bodies.

Similarly, for every factor and for every grade and type of

a given factor, in the purchase of which any monopolistic

element was present, a different legal minimum price would
have to be fixed, revised, and enforced.



VIII

PUBLIC MANAGEMENT AND PLANNING OF
INDUSTRY

I
N the last chapter we saw that all the suggested methods

of control of industrj^ were open to criticism, either because

they were incomplete or because they were impracticable. In

this chapter we shall discuss the direct management of

monopolistic industries by public bodies.

We have shown that the best distribution of the com-
munity's resources would be achieved if each factor w^ere

employed in every occupation up to the point at which the

price of the factor was equal to the value of its marginal

product. This problem would therefore be solved directly

if those in control of different businesses attempted to equate

the rewards of factors to the value of their marginal products

rather than to maximize the profits of the business. This can

be achieved if monopolistic industries are socialized, and
operated directly with this end in view. This does not in-

volve the socialization of any industry in which there is

perfect competition, but only of industries in which there

is an appreciable monopolistic element and so an appreciable

discrepancy between the prices paid for the factors and the

value of their marginal products. Nor does it involve public

ownership of the capital of any industries but only public

control or management of these industries. This policy could

be carried out, if the capital of an industry was still in private

ownership so that the private owners received any profit

made by the industry, provided that the managers of the

industry were not responsible to the owners in their decisions

how much to produce, what prices to charge for the product,

and what prices to offer to the different factors. Arguments
for the public ownership of capital, so that the state may
receive the income from interest and profit, rest on other

grounds and are discussed in Chapter V of Part III.

If all industries in which there is an appreciable element of
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monopoly either in the sale of the product or in the hire of the

factors are brought under the management of public bodies,

the managers of the concerns can aim directly at equating the

price paid for each factor to the value of the marginal product
of that factor. In these circumstances each factor will move
automatically into those industries in which the difference

made to the output by its employment is of the greatest use

to consumers, provided that the following five conditions are

fulfilled

:

(i) that the factors move from one occupation to another

so long as the cost of movement is more than offset

by the increase in reward obtained;

(ii) that there is no irrational buyers’ preference, so that

the prices offered by any one consumer for different

products does properly measure the marginal utilities

of the different commodities to the consumer

;

(iii) that the marginal products, to the value of which the

managers equate the rewards offered to the different

factors, are the true difference made to the output of

the community by the employment of one more unit

of the particular factor in the particular occupation

;

(iv) that in as far as standardized commodities are pro-

duced by a large number of firms, more managers are

allocated to, and the number of plants increased in,

those industries in which the profits of management
are highest

;
and

(v) that a new firm is set up to produce a new commodity

or a new brand of an existing commodity so long as

the total value to consumers of the new commodity
is judged to be greater than its cost of production.

The fulfilment of the first two conditions can be assured

if the state arranges for the measures designed to educate

consumers and the owners of factors, discussed above on

pp. 170-4. The third condition will be fulfilled only if the

public bodies in control of each socialized concern take into

account the effect of the employment of more factors by

themselves not only on their own output but also on other



192 PUBLIC MANAGEMENT AND
outputs. They should as far as possible assess the effect of

employing a particular factor on the output of others on the

principles discussed in Chapter III of this Part (pp. 123-5);

and they should add the current price of any increase, or

subtract the current price of any decrease, in the output of

others before they assess the true value of the marginal

product of the factor in order to decide what reward to offer

for it.

The fourth and fifth conditions can be fulfilled if the public

board in control of any industry^ in which there are a number
of independent plants draws a distinction between rational

and irrational buyers^ preference for the products of the

different plants, assuming that the measures directed towards

the education of consumers have not entirely removed irra-

tional preferences. In so far as it is judged that no rational

buyers* preference exists, the public board in control of any

industiy must set up new plants so long as the profits left

over to the management are greater than in other industries.

For in the absence of rational buyers* preference, as we saw
in the last chapter, the amount left over to management
measures the value of the marginal product of management,
if the other factors are paid rewards equal to the value of their

marginal products. In so far as the public board considers

that there is some rational buyers* preference for the output

of different types of the article produced by different plants,

it must determine on different principles whether to open
up a new plant to produce a particular brand, or to close

down an existing plant which is producing a particular

brand. It must assess what consumers would be willing to

pay for the output of the particular brand rather than go
without it altogether—on the assumption, of course, that they

could obtain the other brands at present prices—and must
allow the production of this brand, if this sum is sufficient

to cover the total costs of its production including a reward
for the management of the plant equal to the reward offered

for similar management in other industries. There must also

be some central authority to decide whether a single firm
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should be set up to produce an entirely new product or
whether a single firm producing the whole output of a
particular product should be closed down, by considering
whether the total value to consumers of the commodity,
assessed on the principles discussed above (pp. i60”4), is as

great as the estimated total cost of producing it. Such
decisions are bound to be rather arbitrarj^

;
for the estimation

of the total value to consumers of a particular commodity or
of a particular brand of a commodity must rest largely on
guesswork and cannot be based on any prices actually ruling
in the market.

The general principles of pricing, which must be observed
in order to equate the rewards of the hired factors to the value
of their marginal products, can be expressed by three simple
rules.

(i) Those in charge of a socialized business should always
produce more of the product so long as the price

offered for the product is in excess of the current
market prices of the factors which would be neces-

sary to produce another unit of the commodity.
(ii) They should substitute one factor for another (e.g.

should use more capital and less labour) to produce
the same output, if the current price of the factor

thrown out of employment is greater than the current

price of that amount of the other factor, which is just

sufficient to take its place.

(iii) They should offer for the hired factors of production

—labour, land, capital, or raw materials—^prices which
were equal to the value of the marginal product of

these factors.

In the case of industries in which the total demand is too

small to enable a single plant to be run at full capacity, the

marginal cost will be below the average cost, so that if the

product is sold at a price equal to its marginal cost it will be

selling at a loss. This difficulty can be easily met in the case

of socialized industries, if the industries are not only publicly

managed but are also publicly owned. For in the costs of

4284 Q
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production we include a rate ofprofit on the capital equipment

of the industry equal to the market rate of interest, and a rent

on the land used by the industry equal to the rent which this

land could obtain in other uses. If the product of an industry

is being sold at a price lower than its average cost, it will

probably mean no more than that the industry is earning less

than the market rate of interest on its capital or less than the

market rent on its land. If the state owns the capital and the

land, this presents no problem. The state will be content

with less than the market rate of interest or less than the

market rent for land; but the managers of the socialized

industry will take on more capital or more land if the marginal

product of such capital or land is at current prices worth more
than the rate of interest or the rent which is offered for similar

capital or land in other uses.^ Difficulties would arise only

if the marginal cost were so far below the average cost that to

charge a price equal to the marginal cost did not enable the

industry to cover the price of its raw materials, its wages, and

the cost of replacing its capital equipment as it wore out,

quite apart from earning any interest on its capital or rent

on its land. In this unlikely case the state would have to

subsidize the industry out of taxation or out of profits earned

in other socialized undertakings.

If, however, the capital of a socialized concern was still

owned by private individuals so that it had to pay interest on

debentures issued in return for the capital and land when the

^ This is the principle of reckoning the rates of interest at which capital

development should be undertaken by socialized industries, to which
reference was made in Chapter V of Part I (p. 47). The socialization

of monopolistic industries will increase the amount of capital develop-
ment that is undertaken at any given rate of interest

;
for those in control

of socialized concerns, unlike those in control of private businesses, will

not take into account any fall in profit, due to a fall in the price of the
output which is already being produced, m reckoning the yield of any
scheme of capital development. This will help to solve the unemploy-
ment problem by increasing the volume of expenditure on capital develop-
ment at the current rate of interest. This is also true of any of the methods
of control of monopoly discussed in the last chapter, which will cause
capital to be taken on until the value of its marginal product is equal to

the market rate of interest.
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industry was socialized, it might be unable to pay this interest

if it charged prices as low as the marginal cost of production of

the product. In this case the state would be obliged to subsi-

dize the payment of interest to the owners of the concern.

It is often argued that it would be impossible to obtain

managers for socialized industries who would be as efficient

as those who run businesses for private profit. Since any
attempt to equate rew^ards of factors with the value of their

marginal products throughout industry^ would eliminate many
wastes, the critics of socialization must prove not only that

the managers of socialized industries would be less efficient,

but also that they would be so much less efficient that this

loss in efficiency would more than offset the diminution of

monopolistic wastes. The possible loss in efficiency of

management due to socialization does not depend on any
increased difficulty in the technique of management but

simply upon the change in the motive of management.
Indeed the technical problems of management are simpler in

a socialized industry than in a business run for the maximiza-

tion of profit. The manager of a socialized concern should

produce more so long as the price of a factor is less than the

value of its marginal product. He will know the price of the

factor and the price at which his product is selling, and has

therefore only to assess the marginal product of each factor.

The manager of an industry run to maximize profits must
attempt to produce more so long as the addition to his costs

due to employing more of a factor is less than the addition

to his receipts due to employing more of that factor. He also

will know the price of the factors and the price at which the

product is selling; but he has to judge not only the marginal

product of each factor, but also the extent to which he will

cause a rise in the price of eachfactor byemploying more of it,

and the extent to which he will cause a fall in the price of the

product by selling more of it. The manager of a socialized

industry has only a technical judgement to make, while the

manager of a private business has to make the same technical

judgement and in addition two market judgements.
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Technically there is no reason why the salaried manager

of a socialized industry should make a worse judgement about

the marginal productivity of different factors than the

manager ofa private business. The only substantial difference

between them is the difference of motive. The efficiency of

the manager of a socialized industry must depend upon his

desire to do a technical job well or upon his fear that he may
lose his job if the central board in control of the socialized

industry considers him inefficient. The manager of a private

business will, if he is the o\TOer, have the incentive of increas-

ing his own income. The problem, therefore, turns upon the

possibility of training a number of efficient managers for

socialized industries, moved by a professional desire to do a

technical job well rather than by the desire to secure a larger

personal income. But this overstates the difficulty. The
managers of most large concerns are already salaried persons

acting on behalf of the owners; and the real difficulty is to

provide

(a) that the central board of control of a socialized indus-

try shall be able to judge efficiency or inefficiency as

well as the directors of a private company; and
(b) that salaried managers shall realize that the closeness

of approximation between factor prices and the value

of their marginal products is as worthy a criterion of

business success as the size of a firm’s profit.

This problem of motive is the only serious obstacle to the

elimination of waste by means of socialization; and it should

not be more difficult to inculcate the required professional

standards in the case of business management than it is in the

case of other professions.

There are certain morals to be drawn from this discussion.

In the first place, the success of a socialized industry must
not be judged by the size of the income which it is able to

make; for otherwise many of the wastes due to monopoly
would still continue. Syndicalist or Guild Socialist tendencies

should be avoided in as far as they encourage those engaged
in a particular industry to think of themselves as a separate
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interest, and so to attempt to run the industrj" with the object

of making as large an income out of it as possible.

Secondly, even if all industries were publicly controlled

and all capital and land were socially owned, use could be
made of a pricing system similar to the pricing system of a

competitive economy. Consumers could be left free to

determine the price at which they will purchase the supplies

of the different commodities put on the market by the

socialized industries. The price of such factors as labour

and raw materials could be determined by competition in

demand between the different plants of different socialized

industries, if each manager offered for each factor a price

equal to the price offered by consumers for its marginal

product when employed in his plant. The managers of the

different plants could compete for the available supply of

land, if each manager stated the value of the marginal product

of a particular acre when used in his plant and if the state

allocated each acre to the plant in which this value was
highest. The state bank could determine a rate of interest

for loans of different types, and at this rate of interest each

manager could determine how much development should be

undertaken in his plant to equate the marginal product of

capital to this rate of interest. The state would receive any

profit made on the capital and land invested in each social-

ized concern; it could pay part of this income as a ‘social

dividend’ to consumers and could save part to finance the

capital development justified in each socialized concern at

the current rate of interest. If there were unemployment, the

state bank could fix lower rates of interest in order to justify

greater expenditure on capital development by each socialized

concern—^financed ifnecessary in the first place by the creation

ofnew money. Alternatively, the state could distribute alarger

‘social dividend’ to consumers in order to stimulate expendi-

ture on consumption goods—again financed, if necessary, by
the creation of new money, until the increased expenditure

by consumers had increased the state’s receipts of industrial

profits sufficiently to finance the greater ‘social dividend’.
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Thirdly, in an economy in which industry is fully or in

part socialized, use must be made of a system of prices for

consumption goods and for factors of production, if the best

use of the community’s resources is to be achieved. The
resources of the community will be most efficiently used in

the service of consumers’ needs,

(a) if factors of production are moved from one use to

another so long as the loss of output caused in the

first use is of less value to consumers than the gain in

output in the second use
;
and

(b) if factors of production are used in such proportions

in the different occupations that it would be impossible,

by using (e.g.) more capital to labour in one occupation

and more labour to capital in another, to increase the

output of one occupation without decreasing the output

of the other.

Socialized industry to be efficient must conform to these two

simple rules, but there are theoretically two possible methods

of applying them. It is possible, by setting up a central

planning commission with power to allocate the factors of

production to different socialized industries, to attempt to

solve the problem without the use of a pricing system. This

commission would have to discover by direct means whether

a movement of factors of production from industry A to

industry B would cause consumers to be better off, and
whether, by shifting one factor from A to B and another from
B to A, output A could be increased without diminishing

output B. Alternatively, the problem can be solved if the

three following conditions are fulfilled

:

(a) if consumers are left free to settle the prices at which
different commodities will sell

;

(b) if the boards of management of each socialized con-

cern estimate the marginal product of each factor

employed by them, and offer a price for each factor

which is equal to the price which consumers offer for

its marginal product; and
(c) if the factors are allocated, or allowed to move freely,
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to those occupations in which the price offered for

them is highest.

It is often considered that direct central planning is the

more obvious and straightforward method. This view is

entirely wrong. The problem of a general planning commis-
sion, unaided by a pricing system ofthe kind described, would
be incapable of solution. If there were only two factors of

production and only two commodities which could be pro-

duced, its task would be relatively simple. It might reasonably

hope to discover from consumers’ representatives whether
consumers would be better off if they had so much more B
and so much less A, By consulting the technicians in each

industry it might discover w^hether a shift of labour from A
to B and of machinery from B to A would produce more A
without producing less B. But it would in fact be dealing

with thousands of different products and scores of different

factors of production, labour of different grades, machinery

of different types, different raw materials, and land of different

qualities and different situations. It would be an impossible

problem to decide how much less of each of a large number
of commodities could be produced if the output of other

commodities—either singly or several at a time—^were

increased by a certain amount, and then to decide whether the

consumers would be best off as they were or with any of the

thousand and one rearrangements which would be possible.

Moreover, no amount of consultation with engineers and
technicians will enable the commission to make sure whether

by shifting a little of this raw material from A to B and a

little of this land from B to C, a little of this grade of labour

from C to A and of this machinery from C to E, and a little

of this raw material from D to E and some of this land from

E to A, it is possible to increase the output of A without

changing the output of any other product. But the use of

a pricing system of the kind described will achieve these

results.

Although a system of pricing is necessary to obtain the

best use of the community’s resources, there are, of course,
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occasions on which this must be accompanied by planning,

which is not solely determined by the principles of pricing

outlined above. We will mention six examples of such

planning.

1 . There are certain services for w'hich it is not practicable

to charge prices to the consumers. As an example we may
take the use of the roads for motoring. The principles of

pricing W’ould require that the authorities should levy tolls

on motor-cars as they used the roads, and should adjust these

tolls to correspond to the marginal cost of providing roads

to motorists. This is impracticable because of the incon-

venience and cost involved in levying the tolls. In cases of

this kind the instrument of taxation can be used so as to

approximate to the correct principles of pricing. An attempt

can be made to estimate the marginal cost of providing roads

for different types of vehicle by estimating the extra cost of

road maintenance that wmuld be involved if more vehicles

of a certain type were to use the roads, and a tax could be

levied on this class of vehicle equal to this marginal cost of

providing road services for them. The authorities in charge

of road construction should then develop the roads whenever

this would bring in a yield higher than the existing rate of

interest, and in estimating this yield the tax per vehicle would
correspond to the price offered by consumers for the use of

the roads.

2. There may be non-economic reasons for developing

one industry or service more fully than it would be developed

under the strict principles of pricing. For example, it may
be decided that for military reasons a certain proportion of

the country’s food supplies should be produced at home,
or that for social reasons a certain proportion of the popula-

tion should be kept on the land. In cases of this kind the

pricing system should not be abandoned
;
but either a tax on

imported foods should be imposed or a subsidy on agricul-

tural output should be paid to competitive agriculture
;
or, if

agriculture is socialized, the boards in control of agricultural

policy should be instructed to produce up to the point at
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which the price offered by consumers was below the marginal

cost of production by a certain fixed percentage. There are

two reasons why in these cases the pricing system should be
retained and only modified in the ways suggested. In the

first place, only in this way can any estimate be made of the

economic cost involved in increasing agricultural output
beyond the economic optimum; and the government must
weigh the social or military advantages against the economic
loss. If a reduction of the price of agricultural products by
lo per cent, below the marginal cost of production or the

payment of a lo per cent, subsidy on agricultural output is

found necessary to increase agricultural output by a certain

amount, the government has a measure of the economic loss

involved. Secondly, only through a system of prices can it

be ensured that the increased agricultural output is being

produced in the most efficient manner. The object may be
simply to increase agricultural output in general. In this

case the economic loss to consumers will be minimized only

if the factors of production are distributed among different

agricultural occupations in such a way that it is impossible

to produce more of one such product without producing less

of another and that it is impossible to satisfy consumers’

needs better by producing more of one such product and
less of another. And this will be achieved only if consumers

are free to compete for the purchase of bread, potatoes, sugar,

&c., and if factors of production are moved within agriculture

to the production of different agricultural products, until the

value of the marginal product of any one factor is the same
in every line of agricultural production.

3. There may be elements of cost which cannot easily be

reckoned in the pricing system. The best example of such

a case is the problem of geographic planning. When a town

or region is developing, the situation of a new factory may
spoil the view or other amenities of a residential area; but

the exact boundaries or location of the residental area may
not be known to those whose business it is to set up the

factory, until the factory is set up and the town has developed.
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There is therefore a case for imposing a town or regional

plan upon the free play of the system of prices. But this

planning should take place with reference to the system of

prices. The authority in charge must attempt to assess any
increase in costs which would b^e involved in forcing a factor}"

into one area rather than another, and must weigh this

increased cost against increased amenities, which are expected

for the residential areas.

As an instructive example of the way in which the principles

of pricing should be used in geographic planning, we may
take the problem of specially distressed areas. If there are

areas in which unemployment is abnormally great, the ques»
tion arises whether new industries should be attracted to

these areas or whether surplus labour should be attracted to

areas in which industry is expanding. In fact both policies

should probably be adopted simultaneously. But there are

simple principles of pricing, by which it can be determined
whether in any particular instance the new factory should
move to the men or the men to the new factory. We have
argued that men should be moved only if the annual interest

on the capital sum which must be spent on moving them is

less than the increase in the value of their marginal product
caused by the move. For this reason the best distribution

ofmen and industries between different areas can be achieved,
(a) if the real wage-rate in distressed areas is reduced

until there is no abnormal unemployment in those
areas

;

(b) if competitive industries and socialized industries are

allowed to set up new factories in those areas in which
their costs are lowest; and

(c) if labour is transferred from one area to another by
some state agency whenever the interest on the cost
of movement is less than the excess of the value of the
marginal product of labour in the new area over the
value of its marginal product in the old area.

This argument rests on the assumption that there are not
specially heavy local taxes to finance abnormally great un-
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employment in the depressed areas, but that all the costs of
maintaining the unemployed are met nationally, so that the
costs of production which a firm will incur in different

districts will depend solely upon the technical conditions and
the rewards of the factors of production in the different

districts.

This policy may involve reducing the real wage-rate in

specially distressed areas far below the real wage-rate in other
areas both to attract industries to the area and to move labour
out of the area. There are three ways in which the hardship
involved can be avoided. First, if general depressions are pre-
vented by the measures suggested in Part I, there will always
be some prosperous areas into which labour can easily be
absorbed, and, secondly, the state can finance the movement
of labour from the distressed areas whenever it is desirable

on the principles indicated above
;
for these reasons the reduc-

tion of real wage-rates in the depressed areas will not have
to go so far as might at first be thought necessary. Thirdly,

the state can, by the means discussed in Part III, ensure that

the remaining inequalities of earnings in the prosperous and
depressed areas are offset by a more equal distribution of

income from property, or by levying lower taxes, or by paying

higher allowances to people in the depressed areas, though
this should be done on condition that people in the depressed

areas were willing to move to other areas whenever the

difference in their marginal productivityjustified such a move.
4 . In an economy in which many industries are socialized

the state should set up an Industrial Planning Commission.
For some body would be necessary to organize research for

the boards of different socialized industries, to discover new
methods of reducing their costs, and to pay individuals for

new inventions which are of use to industry. This body
would also recommend to the government when new
industries should be set up to produce entirely new com-
modities. When it decides on the principles discussed above

(pp. 160-4) that a new invention has been sufficiently

developed for the production ofanewcommodity to be possible
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at a cost which will be covered by its total value to consumers,

recommendations must be made to set up a new public

board to produce the new commodity. We have already

argued that such decisions must be taken without depending

solely on the evidence of prices ruling in the market.
^

5, There should also be some centralized institution to

inform those in control both of private and of socialized

industries of the probable future course of different prices.

We mav call this body an Economic Forecasting Commis-

sion. Wlien those in charge of any industry attempt to assess

the yield on their plant in order to decide how much capital

development they should undertake at a given rate of interest,

they must take account of the future course of prices. For

the yield on a machine installed now at a certain cost depends

upon the prices at which the extra product can be sold in

the future and on the price at w’'hich labour and raw materials

can be hired in the future to operate the machine during its

life. The value of the marginal product of the machine cannot

be known until future prices are estimated.

There are three main reasons why the relative prices of

different commodities may alter. Consumers’ tastes may
change, so that the demand for one commodity rises at the

expense of the demand for other commodities. Technical

inventions may take place which lower the cost and increase

the output of certain commodities, and the fall in the price

of these commodities may cause the consumers’ demand for

other commodities to change. Finally, if capital development

is taking place or the population is increasing, the relative

demand for different commodities will change as income per

head changes.

It is impossible for any body to forecast changes in tastes

and changes in cost due to technical discoveries. But there

are many changes which can be foreseen with some degree

of accuracy. The demand for new houses depends among
other things upon the number of marriages. The number of

marriages depends largely upon the numbers of the popula-

tion which are of the normal marriage age at any time, so
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that it is possible to forecast with some degree of accuracy the

number which will take place in the future from a study of
the number of births which have taken place in past years.

There may be a heatw demand for new houses now, because
there is a large number of people of marriageable age now;
but it may be foreseen that within five years the demand for

new houses will fall off, because the number of new families

seeking houses will fall. The building industry must take

this factor into account in deciding the extent to which it will

develop its capacity now.
The demand for railway transport will depend partly upon

the price of air transport and of road transport, which in turn
will depend, in part, upon the rate at which these other trans-

port systems are developed. The extent to which the demand
for one service changes will depend upon the extent to which
each other service is developed; and a single Economic
Forecasting Commission, which can examine the rate at

which each service is developing, will be able to help those

in control of any one service to determine what will be the

future demand for its service.

6. We have already shown in Part I, Chapter V, how a

National Investment Board may help to solve the problem of

unemployment by the control of capital development. But
we argued in that chapter that the planning of such develop-

ment should be undebtaken, as far as possible, on strict

principles of pricing and costing.

We may conclude that while there are many opportunities

for economic planning by a state in which industry is to a

large extent socialized, yet even in such a state a pricing

system is essential within which such planning can be
developed.



PART III

THE DISTRIBUTION OF INCOME
I

HOW SHOULD INCOME BE DISTRIBUTED?

I
F we have solved the problems discussed in Parts I and II,

we shall have ensured first that all the factors ofproduction

are employed, and, secondly, that they_ are einployed in the

'

most efficient way to satisfy consumers’ needs, so. that the.

welfare of any one consumer can now be increased only at

the expense of another’^ But It might still be desirable by a

redistribution of income to increase the satisfaction of some,

even though this involved a loss of satisfaction by others.

The distribution of the national income is the subject of this

Part, in which we shall discuss the following three questions

:

(i) on what principles income should be distributed

among individuals

;

(ii) to what extent the forces of competition in a laisser-

/<2t>5economywillbringabouttheidealdistribution;and

(iii) in what way the state must interfere with competition

in order to bring about the ideal distribution, if

competition fails to do so.

In discussing the principles on which the national income

should be distributed we are concerned with many questions

of an ethical nature, which it is not the purpose of this book

to discuss. Whether certain tjqjes of people ‘deserve’ more
than others is not a question on which the economist can

pass any significant judgement. It is held by some that

people with greater ability deserve to earn more than people

with smaller ability, while others hold that people with

greater needs deserve more than people with fewer needs;

these two principles are not necessarily compatible, since a

man may have little ability and great needs or great ability

and few needs. It is not an economic problem to decide

between these two principles, although economic problems
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are involved as soon as the choice has been made and means
are required to give effect to the choice. But in choosing

the fundamental principle upon which income should be
distributed there is one important economic consideration;

the larger the income of any one individual in a given situa-

tion, i.e. with unchanged tastes, knowledge, and needs, the

less important will it be for him to receive a given addition

to his income. This is a fairly obvious rule, to which there

are no important exceptions. If a man possesses an income of

£100 a year, a increase in his income will add a great

deal to his satisfaction
;
whereas if he starts with an income of

3^10,000 a year the ^50 increase will mean a much smaller

addition to his satisfaction. This fact is expressed by saying

that the marginal utility of income diminishes as income
increases.

It is an easy extension of this argument to say that if there

are two persons with the same tastes and the same needs, and
if there is a certain income to be distributed between them,

this income will ‘go farthest’ and will give the greatest total

satisfaction if it is equally divided between them. This

argument is not ethical
;
it does not assert that it is just or fair

to divide the income equally between the two, but only that

it is economic to do so, since the greatest amount of satisfaction

can be derived in this way.

The argument can be demonstrated by means of an ex-

ample. Suppose that of tw^o men with the same tastes and
needs one has £200 a year and the other ^^300 a year. 3^1

will mean more to the first than to the second, and if we give

the first man £201 instead of 3^200 we shall add to his satis-

faction more than we subtract from the satisfaction of the

second by giving him 3^299 instead of ^£300. Clearly to trans-

fer a second of income from the second to the first will

also increase the satisfaction of the first by more than the

satisfaction of the second is diminished. We can go on

increasing the combined satisfaction of the two men in this

way until both have If we transfer another from

the second to the first we shall diminish the satisfaction of
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the second by at least as much as we increase the satisfaction

of the first
;
and as we continue to transfer income from the

poorer to the richer we shall more and more certainly

diminish the satisfaction of the poorer by a greater amount

than we increase the satisfaction of the richer. If, therefore,

the marginal utility of income diminishes as income increases,

and if there are a number of persons with identical tastes and

needs and a certain income to be distributed between them,

the total satisfaction to be gained from this income will be

greatest if the income is equally divided.

This argument must be modified if different persons have

different needs and tastes. Let us suppose that of two persons

with the same tastes one has greater needs than the other,

because the one has dependents to support while the other

has not. If both have the same income, it will be possible to

increase the total satisfaction by transferring income from

the person without dependents to the person with dependents,

since the man with dependents will have unsatisfied needs

which are more urgent than many of the desires which the

independent person is able to gratify. In this case, if we wish

to make a given income go farthest, the ideal principle of

distribution is that the man with dependents should receive

just so much more than the man without dependents that

an extra £i would add an equal amount to both men’s satis-

faction.

This argument can be extended to cover the case of persons

with different tastes. If one man’s pleasure is to work in his

garden while another’s is to travel abroad, the greatest satis-

faction to be obtained from a given sum to be divided be-

tween them will not necessarily be achieved by an equal

division. For, if the income were equally divided, it might
be possible by transferring income from the gardener to the

traveller to cause an increase in the traveller’s satisfaction,

which is greater than the decrease in the gardener’s satis-

faction. It is not the task of the economist to determine
whether in such circumstances it is just to divide income
unequally. Some people may urge that—apart from differ-
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ences in needs which arise from differences in the number of
dependents and in expenditure upon medical services made
necessar}' by differences in health—the state should distribute

incorne equally, although this division means that the man
with inexpensive tastes can satisfy his desires more fullv than
the man with expensive tastes. For it may be held that the
state should aim at providing equality of opportunity for the
satisfaction of desires. The economist can, however, aid clear
judgement by pointing out that there is a divergence between
an equal distribution of income and that distribution which
will ensure that the greatest total of satisfaction is obtained
from the national income.

Let us consider the case of men with different tastes more
fully. It may be that the gardener with simple tastes can
get a great deal of enjoyment out of a simple life, while the
traveller with expensive tastes is extremely unhappy if he
cannot travel. To transfer income from the gardener to the
traveller, and so to distribute income less equally, would in

this case both increase the total satisfaction to be obtained
from the sum to be divided, and would also make both men
more nearly equal in their real enjoyment of life. But it may
equally well be that the gardener with simple tastes is by
nature unable to get as much out of life as the traveller, who
can enjoy life a great deal even wdth a small income, but could
add to his enjoyment very considerably by having still greater

opportunities. In this case to transfer income from the

gardener to the traveller, and so to distribute income un-
equally, will increase the total satisfaction obtained, but at

the same time will increase the inequality in the real satis-

faction, which the two men are getting from their incomes.
The gardener was at the start less satisfied than the traveller

because he was unable to get so much enjoyment out of the

same income, and he will remain so.

These simple examples show that there is a divergence

between the principles involved in distributing income

—

(
1
) so that every one has the same opportunity of satisfying

his needs

;

4284 p
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(2) so that everj’one gets the same real satisfaction; and

(3) so that the "total satisfaction obtained is the greatest

possible.

The first involves equal money incomes, after allowances

have been made for needs such as dependents and ill health

;

the second involves giving more income to the man who is

hard to please and less to the man who is easily satisfied; and

the third principle involves distributing income in such a

way that the last £i received by every one satisfies equally

urgent desires.

There is a possible objection to the whole of this argumen-

tation. While it may be admitted that the marginal utility of

income diminishes as income increases in the case of each

individual, it may be denied that the marginal utility of

income to different persons can be compared. It would then

be meaningless even to ask whether total satisfaction could

be increased by transferring income from one person to an-

other. If,therefore, it were decided that one man’s enjoyment

cannot be compared with another’s, the whole foundation for

any economic arguments about the distribution of income

would be removed. Yet common sense demands that we
should compare different men’s satisfactions. If there is any

meaning in saying that to take from a millionaire and to

give it to a starving man does more to satisfy the starving man
than to dissatisfy the millionaire, then logically we must
admit that the feelings of diflFerent men are commensurable.
It may be that in innumerable cases there is too little evidence

even to guess whether £i means more to A than to B; but
this must be becausewe have not got the necessary information
and not because it is nonsense to attempt to compare A’s

feelings with B’s.

The economist can, therefore, argue that, if there were

no ethical considerations to modify the conclusion, the third

principle mentioned above should be chosen. It is a

purely economic judgement to state that, in order that the
maximum satisfaction should be obtained from a given
income, the income must be distributed in such a way that
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the marginal ntiliw of income is the same to every one. We
shall therefore assume that the national income should be
distributed accordingly. The following discussion of the

possible methods of redistributing income according to this

principle can easily be modified by the reader if he decides

on ethical grounds that some other principle of distribution

is to be preferred.

As we have shown, if all men had the same tastes and the

same needs, this principle of distribution would involve an
equal distribution of income. For this reason in what follows

we shall assume that our objective is an equal distribution

of income, i.e. we shall assume that needs and tastes are the

same. This is, of course, not so; but methods of paying
larger incomes to classes of persons with greater needs or

more expensive tastes can easily be introduced by the reader

into the arguments which follow. We shall discuss ‘methods
of distributing income more equally’ instead of ‘methods of

distributing income so that the marginal utility of income is

the same to each individual’, both because this greatly simpli-

fies the exposition of the argument, and also because the

maximization of total satisfaction demands a much greater

measure of equality than exists in the modern world.



II

INEQUALITIES OF INCOME FRO:\I WORK

Having decided that—with certain modifications

—

income should be equally distributed, we must now
discuss the causes of inequalities of income in order to show

how these inequalities may be diminished. In this chapter

we shall discuss the causes of inequalities in earned incomes

and shall examine certain ways in which these inequalities

might be modified. In the next chapter we shall show that

the main cause of inequality of incomes is inequality of

income from property. Subsequently we shall show how
this substantial cause of inequality might be removed.

In one respect laisser-faire tends to bring about equality

of incomes
;
for in competition similar factors of production

tend to receive the same rewards in every industry. Labour

tends to move into the industries w^hich are paying the higher

wages, until the wage-rate is the same in all industries. There

are, however, certain ways in which this tendency for equality

in the earnings of labour will be modified in a laisser-faire

economy.
1 . The wage paid in one industry will remain permanently

lower than the wage paid in another, in which the work is

more unpleasant. For labour will move into the higher paid

occupations, only if the increase in earnings so obtained is

more than sufficient to offset the increased unpleasantness.

This modification of the tendency towards equality ofearnings

is, however, of no importance from our present point of view

;

for if the inequality of money earnings is only just sufficient

to offset the inequality of unpleasantness of the work, the

real welfare of labour in the two industries is equal.

2. The second reason for inequalities in the earnings of

labourwe have alreadynoticedabove (pp. 109 and 1 10) ;
labour

will not alwaysmoveto the higherpaid occupations, if themove
is costly, because of the cost of moving from one district to

another or because of the cost involved in learninganew trade.
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3. Inequalities in the earninijs of labour may be caused by

differences in the innate skill required in different industries.

A first-class pianist may earn more than a first-class miner,

because the skill of a pianist is more rare in relation to the

demand than the skill of a miner. On the same f:rounds we
may explain the facts that brain workers are paid more than

manual workers and that men earn more than women. There

are certain needs and desires which the manual worker is

fitted to satisfy and certain others which brain workers can

satisfy best ;
and in the existing state of affairs it happens that

the number of manual workers relatively to the needs which

they can best satisfy is greater than the number of brain

workers relatively to the needs which brain workers can best

satisfy. If there were fewer manual workers, or more brain

workers, or more needs which could best be satisfied by manual

work, or less needs which could best be satisfied by brain work,

these tvv’O classes of work would be more equally paid.

4 . The earnings of labour may be different in different

occupations because of differences in opportunity for training

for the higher paid types of work. The miner may be unable

to become a pianist, not because he is less skilled but because

he cannot afford the necessary training. These inequalities

in the earnings of different types of labour, combined with the

existing laws of inheritance of property, perpetuate the

existing inequalities of income, since the professions in which

earnings are high are more accessible to the sons of the rich

than to the sons of the poor. This is undesirable not only

because it perpetuates inequalities of income but also because

it offends against the first of the advantages which normally re-

sult from the forces of competition. If in a competitive system

a miner earns 3^4 and a pianist£20 aweek, then the value of the

marginal product of the miner is 3^4 while that of the pianist

is 3^20 a week. In other words, if the miner became an equally

efficient pianist, consumers would lose something which they

value at 3^4 and gain something which they value at 3^20. In

these circumstances if there is no real difficulty in the way

of the miner becoming a pianist, i.e. if each have the same
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innate qualities, the community would be better oif if miners

became pianists, so long as the cost of the necessary education

was less than the consequent increase in the value of the

marginal product of the worker.

5. In a laisser-faire economy the earnings of labour may
vary in different occupations because of the existence of

monopolistic conditions. These conditions may take either

of two forms. In the first place, because of ignorance or

inertia, labour may fail to move from the lower to the higher

paid occupations. Secondly, the entry to a well paid occupa-

tion may be barred by the action of those already in that

occupation. If a trade union directly limits the number of

entries into a trade by limiting the number of apprentices or

by holding up the wage-rate so that no new persons coming

into the trade could find work there—or if a profession

imposes unnecessarily high examination or entrance fees on
candidates for the profession—^labour employed in that trade

or profession may continue to earn higher rewards than

similar labour employed in other trades or professions.

The measures suggested in Chapters VII and VIII of

Part II for the control of monopoly will remove the fifth

cause of inequality. We have suggested there that, in order

to use the factors of production most efficiently for the satis-

faction of consumers* needs, measures should be taken to

ensure that in each occupation labour is offered a reward
equal to the value of its marginal product and should be able

to move to the occupations offering a higher reward, provided

that the cost of movement does not more than counterbalance

the increase in reward. We have suggested measures to

achieve this result—^such as the socialization of monopolistic

industries, the fixation of maximum commodity and mini-

mum factor prices, and the extension of the work of the

Labour Exchanges in making labour more mobile between
different occupations.

The fourth reason for differences in earnings—^the inability

of the poor to train for the occupations offering the highest

rewards—is also due to the presence of monopolistic condi-
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tions, the removal of which are not only important for the

solution of our present problem but also for the solution of

the problem of the best use of the factors of production

discussed in Part II. From our present point ofview expendi-
ture on education, which will enable the sons of poor parents

to earn a high income, is simply one form of investment in

capital for the purpose of moving labour from a lower to a

higher paid occupation.

In perfect competition every one will invest capital in those

occupations in which the yield on capital is higher than the

current rate of interest; and if this is so, differences in the

ability to earn money due to differences in the opportunity

of education could not exist. The figures in Table VI are

devised to illustrate this point. We suppose that a labourer

without technical education can earn £100 z year and that the

period of time over which he can earn is 50 years. (The
figures are chosen because they are simple—not because they

are thought to be realistic.)

Table VI

The Yield of Investment in Education

A

Expenditure
on education

B

Annual
earnings

C

Arnortisation

of loan

D
Marginal product

of investment in

education

£ £ £
0 100 \ 0

100 ISO 2 48% per annum
200 190 4 3^%
300 220 ^ 6 28%
400 240 8
500 250 10

i

8% ,,

Column A shows different expenditures on the education of

this labourer; and column B shows what the annual earnings

of the labourer would be if the amount in column A were

spent on his education. Thus, if at the beginning of his work-

ing life ;£300 had been spent on his education, hewould be able

to earn f220 a year for the 50 years of his working life. In
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order to see what yield is obtained on this investment of £300
we must allow for the fact that the investment is not perma-

nent but will cease to earn anything at the end of his working

life. If his working life is 50 years, we must subtract £6 a

year from his earnings in order that over the 50 years

he shall pay back the £300 invested in his education. We
allow, therefore, a figure of j^6 a year in column C for

the amortisation of the £^00 invested in his education.

Column D shows the marginal product of capital invested in

his education. If ;£ioo is invested in his education his earn-

ings would rise from ^^loo to ;£i5o, but of this increase of

3^50 in his annual income £2 must go to repay the capital

sum of the loan. Therefore, the net amount earned on the

capital investment of ^£100 is £48 a year, i.e. a rate of 48 per

cent, per annum. If a second £100 is invested in his educa-

tion, his earnings will rise by ;£4o a year, i.e. from ;£i5o to

£igOy w'hile the amount which he must set aside to repay

the capital sum of the loan will rise by £2, i.e. from £2 to £4.

a year. Therefore, on the second £100 invested in his educa-

tion a net sum of £28 a year will be earned, so that the

marginal product of the investment of a second ;£ioo is 38
per cent. Similarly, the marginal products of a third, fourth,

and fifth investment of £100 in his education are 28, 18, and

8 per cent. If the labourer can borrow money at a rate of

interest of 20 per cent, per annum it wmuld pay him to invest

between 3^300 and ^£400 in his own education. For if he
borrowed less than £300, the investment in his education of

an additional £100 wmuld add more to his annual earnings

than to the annual cost of the loan. For example, by investing

3^300 instead of 3^200 he would add £20 to his annual earnings
and only £22 to his annual payments for the loan. He would
add £2 a year in repayment over the 50 years of the extra

£100 borrowed and would add £20 a year in interest for the
extra 3^100, because the rate of interest is 20 per cent, per
annum. He would gain greatly by borrowing the £200 for
his education for he would earn £120 z year more than if he
were uneducated and for this would have to pay £66 a year
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durinii his workini? life—£6 in repayment over 50 years of the

capital sum of £300 and £()o in interest at 20 per cent, per

annum on the ^300.
So long as the rate to be earned on capital invested in other

lines of business, in machinery or plant, were less than 20
per cent, per annum, it should pay other persons to lend to

him rather than to invest in industryn And not only should

such investment in education pay the labourer and the owner
of property, but also from the point of view of the best use

of the community's resources this investment should take

place. For if by the investment of an extra £100 in his

education a labourer can add £28 to his net annual earnings,

then the investment of capital in education will add to the

output of the labourer and so to the output of the community
an amount which consumers consider to be worth £28. And
in order that the community’s resources should be employed
in the best possible manner, capital should flow into education

up to the point at which the marginal product of capital

invested in this way is the same as the marginal product of

capital invested in other occupations.^

As we have seen, the self-interest of the man seeking

education and of the owners of capital ought to bring this

about, if there is perfect competition in the lending and

borrowing of money. This does not occur in the world of

realities. The ignorance of those needing education about its

advantages and of those owning property about the possibility

of profitable investment in this field are important. But more
important are the desire of the labourer forindependence from

the hold which such borrowing might give to others over his

future life, the insecurity which owners of property would feel

in such loans, and the weight of many social conventions and

traditions. All these things make it exceedingly improbable

that laisser^-faire will of itself bring about the investment of

sufficient funds in the education of the working classes.

^ We are here only concerned with economic considerations. There
may, of course, be non-economic reasons for pushing the investment

of capital in education beyond this point.
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Inequalities of earnings which occur because of inequali-

ties of opportunity of education can be removed without

fundamental interference with the competitive system. The
state can provide state scholarships out of public funds, or

can organize the borrowing of money and its loan to the

poorer classes for the purpose of education. The training

of more persons for the higher paid occupations will lower

earnings in these occupations, since more persons will have

to find work in these occupations and will be employed,

therefore, up to the point at which the value of their marginal

product is lower than before. It will raise the wage-rate for

less skilled work, since there will be a smaller supply of

untrained workers. This policy will therefore work only if

the higher paid workers accept lower rewards than before, so

as to enable more persons to be absorbed into these occupa-

tions. Otherwise there will simply be an excess supply of

and unemployment among such workers.

Even if all the causes of inequality of income, due to the

absence of perfect competition, w^ere removed by appropriate

state action, some inequalities in earned incomes would still

remain. The reasons for this are clear from the second and
third causes of the inequality of the earnings of labour

mentioned above: the movement of labour from one job to

another may be hindered by the cost of movement, and
differences in natural abilities may cause differences in earn-

ing power. We have already argued in Chapter II of Part II

(pp . 112 and 113) that it is desirable to spendmoney on the move-
ment of labour from onejob to another—and from the purely

economic point of view it is therefore desirable to spend
money on educating people—only if the cost of the movement
or of the education is less than the subsequent increase in

earning power. Differences in earning power will remain,
which it is not worth while removing on the principles already

discussed, because the cost of removing them is greater than
the differences in earning power themselves. One particular

example of this is the existence of differences in man’s natural

abilities. A farmer may be earning less than a highly skilled
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surgeon because he has not the same natural abilities; and
in this case it would be absurd to attempt to equalize the

earnings of farmer and surgeon by training the farmer to be

a surgeon at a cost which was far greater than the increase

in his earning power. It may still be desirable to equalize

their incomes, but more direct methods must be found.

We shall return to this problem at a later stage, but at this

point we can dismiss what may at first sight appear the most
obvious solution of the problem. It is sometimes argued
that, in order to equalize the earnings of workers maximum
and minimum legal payments for work should be fixed, which
would prevent the well paid from obtaining so much and
would ensure that the badly paid obtained more than before.

But if appropriate measures have been taken to remove the

effects of monopolistic conditions, so that every factor is paid

a reward equal to the value of its marginal product, such a

policy would be disastrous. The fact that a low wage was
paid to a labourer and a high wage to a technician would
mean that the value of the marginal product of the labourer

was smaller than the value of the marginal product of the

technician. If the wage-rate is made equal by regulation,

either the wage-rate of the labourer must be raised or

that of the technician must be lowered; or else the former

wage must be raised somewhat and the latter lowered some-
what. In as far as the former wage is raised by regulation,

unemployment among labourers will result. For the value

of the marginal product of the labourer will now be less than

the wage-rate, and employers will engage fewer labourers

until their marginal product has risen to the new level re-

quired by the higher wage-rate. In so far as the wage of the

technician is lowered by regulation, a different but also

undesirable result will follow. The demand for technicians

at the lower wage-rate will be greater than before, since each

employer will have an incentive to take on more technicians

with his equipment of other factors
;
and the supply of tech-

nicians will not increase when their wage is lowered, so that

at the new wage the demand for technicians will be in excess
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of their supply. And in these circumstances there is no means
to ensure that the most pressing needs of the community will

be satisfied before less urgent needs.

For suppose that while the competitive wage for a tech-

nician is 3^5 a week, the regulated wage is £2 ^ week. In the

new situation a technician may be engaged in any job in

which the value of his marginal product is £2 niore. But

there will be more jobs, in which the value of the marginal

product of technicians is £2 than there are technicians. This

may mean that in some jobs technicians are employed up
to the point at which the value of their marginal product is

£6 and in others up to the point at which the value of their

marginal product is 3^4. Competition would make this im-

possible because the first industry'^ would offer a wage of £6
and the second one of ^£4, and the technicians would move
from the second to the first. But with a regulated wage this

would not happen simply because neither industry is per-

mitted to offer more than £2 . The result would be that both

the first two fundamental advantages of competition men-
tioned in Chapter II of Part II would be lost.
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INEQUALITIES OF INCOME FROM PROPERTY

WE have explained why competition may cause ditFerent

t\^pes of workers to obtain different incomes from their

work. But by far the most important reason for the inequality

of incomes is inequality in the ownership of capital and land.

For the income of an individual is composed of his income
from work and of his income from property, and equality of

distribution would be achieved if each man not only obtained

the same reward for labour but also possessed an equal

amount of property.

But in a society in which there is freedom of bequest of

property at death, the ownership of property is likely to be
very unequal, because any inequalities which do exist will

perpetuate and accentuate themselves. In the first place, a

man who possesses much property is likely to bequeath it to

his sons or to persons who are in the same income class, so

that property passes from the rich to the rich and not from
the rich to the poor. Secondly, those who own property are

not only able to bequeath more to their sons and other

dependents, but also can afford to train their sons and
dependents for the higher paid professions, so that the sons of

wealthier families not only inherit more property than others

but are able to earn a higher income than others. Thirdly, a

rich man will find it easier than a poor man to save out of his

income, and so to accumulate more property, thereby increas-

ing his income and the income of his sons still further. For
these reasons any small or accidental inequalities of income
are likely to be accentuated in the course of time. Some poor
families by exceptional abilities, by stern and rigid thrift, or

by accident may become rich; and the property of rich fami-

lies may be squandered and a later generation may be poverty-

stricken. But such is by no means the normal course of events.

Competition, private ownership, and freedom of bequest of

property lead naturally to great inequalities of income.



222 INEQUALITIES OF INCOME FROM PROPERTY

But there is another side to this picture. For the same

reasons that inequalities of income perpetuate and accentuate

themselves, measures which directly increase equality by a

certain amount are likely indirectly to increase equality still

more. In the last chapter we suggested certain ways in which

inequalities of income from work might be diminished, the

most important of which was that all the most promising

youths from whatever class they might spring should be

educated for the highest paid occupations, so long as the

investment of money in such education would yield the

current return on capital. This would greatly diminish in-

equalities of income from work by lowering rewards in the

higher paid occupations and by raising the rewards of those

who were left to compete for posts requiring little education.

This primaiy^ increase in equality would tend to equalize the

pow’er of individuals to accumulate capital from their income,

w^hich in the second generation would tend to equalize the

amount of inherited property. This in turn would tend to

equalize the opportunity to train for the higher paid jobs

and the ability to save more property. It must not be

imagined that this single reform would in the end prove

sufficient to cause incomes to be substantially equal; it is

only asserted that any measures which directly diminish

inequalities of incomes are likely to have some indirect conse-

quences tending in the same direction.

The adoption of certain of the measures suggested in

Chapters VII and VIII of Part II for the control of monopo-

listic conditions will also have important effect in diminish-

ing inequalities of income due to the inequalities of income

from property. It was argued in Chapters IV andV of Part II

that the hired factors of production receive rewards lower

than the value of their marginal products, if monopolistic

conditions exist either in the sale of the product of industry

or in the hiring of the factors themselves. In Chapter VI of

Part II we argued that in as far as the hired factors of produc-

tion obtain rewards lower than the value of their marginal

products the hiring factor of production ‘management’
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receives a reward greater than the value of its marginal

product. It so happens that the most important hired factor of

production is labour, and that the hiring factor of produc-
tion ‘management’ owns all or part of the capital invested in

industr}^ and receives the profit which is left over after pay-
ment of the rewards of the hired factors of production.

Anything, therefore, which removes the effects of monopoly
by ensuring that labour is paid the value of its margin^
product is likely to increase income from labour at the expense

of income from property. Since the owners of property are

on the average richer than the workers, this will increase the

equality of incomes. As examples of the t\’pe of measure
which will achieve this result, minimum wage-rates and
maximum commodity prices might be fixed, which would
just allow full employment at real wage-rates equal to the mar-
ginal product of labour; or monopolistic industries might be
socialized, so that the public boards controlling these indus-

tries could pay the hired factors rewards equal to the value

of their marginal products.

But while it is true that in monopolistic conditions the

regulation of wages and of prices in the way suggested will

reduce the inequality of incomes, yet it is disastrous to extend

the scope of this policy beyond the point at which the results

of monopoly have been removed. There are many people

who argue that the most obvious way to reduce inequalities,

due to the inequality of income from property, is to push up
the wage-rate so that less is left over for profit, interest, or

rent, or to restrict by law the amount which may be earned

on property. These arguments imply that the wage-rate of

labour should be raised even if this involves raising it above

the marginal product of labour, and that interest, profit, and
rent should be restricted by law, even if this involves lowering

the payments to capital and land below their marginal

products.

If an attempt was made to increase the income which went

to labour and to diminish the income which went to property

by fixing a minimum wage higher than the marginal product
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of labour, either the attempt to raise real wage-rates would

fail or unemployment would result. We have seen in Chapter

VII of Part I that if a rise in money wage-rates is accom-

panied by an equal rise in the prices offered for commodities,

there will be no decrease in employment; but in this case

there will be no rise in the real wage-rate and so no redis-

tribution of income in favour of labour. If, however, a

monetar}’ policy is adopted of such a kind that the money
price offered for goods rises in a smaller percentage than

money wage-rates, the real wage-rate will rise. But, in this

case, labour will be dismissed until there is so much less

labour employed with the existing capital and land that the

marginal product of labour is raised to correspond to the

higher w’age demanded. Action by trades unions or wage

boards or by legislation designed to raise real wage-rates by

regulation cannot achieve this object without causing un-

employment, if the real wage-rate is already as high as the

marginal product of labour.

Two qualifications of this statement must be added. In

the first place, it is possible that the marginal product of

labour is low because labour is inefficient, and that labour is

inefficient because its wage and so its standard of living is too

low to enable it to maintain its efficiency. If the wage were
higher, the efficiency of labour, and therefore its marginal

product, would be greater. In these circumstances there is

a vicious circle which may be broken by regulation. If a

10 per cent, increase in the real wage-rate would raise the

efficiency and the marginal product of labour by lo per cent,

or more, then there will be a permanent rise in wages without

any unemployment, if the real wage is raised by regulation.

There is the possibility of a second type of vicious circle,

which may be broken by the regulation of wages. Real wage-
rates may have to be low if the large number of people
seeking work are to be absorbed into employment; but a

large number of people may be seeking work because wages
are low. If real wage-rates are successfully raised, a smaller

number will be employed; but at the same time a smaller
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number may seek work, because real wage-rates are higher.

If the real wage-rate is raised in one occupation and not in

others, labour will move towards the higher earnings and the

supply of labour will be increased in that occupation. But it

is by no means certain that a rise in the real wage-rate in

ever}" occupation will increase the total supply of labour
seeking employment. Indeed, there is reason to believe that

the total supply of labour may diminish if the general level

of real wages rises. A rise in the general level of real wages
can affect the total supply of labour by affecting the birth-rate,

the death-rate, the age at which people start and finish their

working lives, the number of members of a family w’ho will

seek work, and the length of the working day. We cannot say

anything definite about the effect of a rise in the general level

of wages upon the birth-rate. On the one hand, there was a

considerable increase in the birth-rate during the early part

of the nineteenth century in w^hich the general level of wages
was rising

;
on the other hand, the birth-rate is, at the moment,

higher in the less well paid classes than it is in the higher

paid classes, which would suggest that a higher standard of

living went with a lower birth-rate. But the rise in the birth-

rate at the beginning of the last century may have been
caused by factors quite other than the rise in the wage-rate,

such as the greater industrialization and urbanization of life

;

and the low birth-rate of the upper classes at present may
be due to a more extensive use of contraceptives, so that we
cannot say what is the effect of a rise in wage-rates on the

birth-rate. A rise in wages will almost certainly lower the

death-rate, since an improvement in the standard of living

of wage-earners will presumably result in better health and
longer average life. In this respect, therefore, a rise in wages
may tend to increase the total supply of labour.

But when we turn to the effect of a rise in wages on the

other factors mentioned above, we see that a rise in the general

level of wages will almost certainly decrease the total supply

of labour. If the wage-rate rises, a man may either provide

the same amount of work and earn more than before, or

4284 Q
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provide more work and earn a still greater increase in income,

or provide somewhat less work and earn a little more than

before but obtain more leisure. Experience suggests thatwhen
the wage-rate rises, children will be kept at school or at home
longer, because this form of leisure can now be afforded;

wives will stay at home instead of going out to work to supple-

ment the family income
;
men will retire from work earlier,

if they have been more able to save during their working

lives or if their children are in a better position to maintain

them
;
and finally, either independently or through their trade

organizations, workers will prefer to insist on shorter hours of

work rather than on the maintenance of the existing hours at

the higher w^age-rate per hour. If a rise in the general level of

wage-rates would for these reasons cause a decrease in the

total supply of labour, it is possible that wage-rates which are

already as high as the marginal product of labour may be suc-

cessfully raised without creating unemployment. While the

rise in the w^age-rate will cause labour to be dismissed until

the marginal product of labour has risen to correspond with the

higher wage-rate demanded, at the same time the number of

workers seekingwork will be diminished. If a rise in thewage-

rate causes a diminution in the total supply of labour at least as

great as the diminution in the demand for labour, the regula-

tion ofwageswill be successfulwithoutcausingunemployment.

The raising of wages by regulation will therefore increase

the earnings of labour without causing unemployment, if it

sufficiently increases the efficiency of labour or sufficiently

diminishes the total supply of labour. But we cannot rely

upon these two qualifications of the general proposition that

to raise wages by regulation above the existing marginal

product of labour will cause unemployment. Only in the most
favourable circumstances would this not be true, and we
must seek other methods if we wish to interfere with the

competitive distribution of income.

Let us turn to the suggestion that interest, profit, and rent

should be legally restricted to prevent people from receiving

too large an income from property. Such action would take



INEQUALITIES OF INCOME FROM PROPERTY’ 227

the form of a combination of restrictions preventing people
from lending money at a rate of interest above a certain

figure, preventing companies from paying a rate of dividend
upon their preference and ordinary shares above a certain

figure, and preventing the owners of land from letting their

land at rents above a certain figure per acre. Suggestions of

this kind are open to grave objections. We have already seen
in Part I, Chapters II and III, the important role which the

rate of interest plays in regulating the total amount of mone-
tary demand for goods in general, and have suggested that

to cure unemployment the banks should lower the rate of
interest in order to increase the monetary demand for goods.

In times of unemployment in which the banks were finding it

difficult to reduce interest rates sufficiently, it might be useful

to supplement their efforts by laws analogous to the medieval

laws against usury, whereby people were not allowed to lend

money at a rate of interest higher than a certain figure

—

provided, of course, that such laws could be enforced. But
the lowering of the rate ofinterest by legislation, or by banking
action, does nothing immediately to reduce income from
interest and profit combined. The object of reducing interest

rates in this case is to widen the gap between the rate of

profit which may be earned on capital development and the

rate of interest at which money can be borrowed for such
development. It is, indeed, only by increasing the net profit

left to the borrower by an amount equal to the reduction

in the interest demanded by the lender that such action would
be effective in increasing expenditure on capital development
and in diminishing unemployment. Moreover, if in the inter-

ests of the redistribution of income the maximum permissible

rate of interest were fixed at so low a level that a larger total

amount of money would be borrowed for capital development

than was necessary to provide full employment, this would
cause a large increase in the money demand for commodities,

leading to an inflationary boom, unless the banks rationed

new loans to borrowers by some means other than raising

the rate of interest.
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Even if an inflationarj’ boom were prevented by the ration-

ing of loans by the banks on other principles, the fixing of

arbitrarily low maximum figures for the rate of interest on

capital, for the profit that may be earned in business, and for

the rent per acre of land, would cause an excess of demand
for these factors of production over the existing supply of

them. Suppose that the competitive rate of interest necessary

to ensure full employment were 5 per cent, per annum, and

that this were lowered by regulation to a maximum of 2 per

cent, per annum. This means that the output of new capital

goods which was necessary to provide full employment was

sufficient to enable capital development to be carried on in all

occupations up to the point at which the marginal product

of new capital investment was expected to be 5 per cent, per

annum. But if borrowers had only to pay and lenders might

only receive 2 per cent., new capital goods might profitably

be invested in any occupation in which the marginal product

ofnew capital was expected to be 2 per cent, or over. In these

circumstances all the profitable uses of capital could not be

met by the existing output of new capital goods. If there is a

certain limited output of new capital goods to be distributed

among all the occupations in which capital development

might take place, it is only by raising the rate of interest up
to the point at which the remaining profitable uses for these

capital goods will just absorb the given output that it can be

ensured that the best use is made of them. If the rate of

interest is fixed at a lower figure and the money loans for the

purchase of the capital goods are rationed on arbitrary

principles, there is nothing to ensure that an industry in

which capital development will earn only 3 per cent, will not

be developed, while an industry in which capital might earn

6 per cent, remains undeveloped. Capital would no longer

flow into those industries in which its marginal product was
highest, and the first two fundamental advantages of com-
petition mentioned in Chapter II of Part II would be lost.

By a similar reasoning it can be seen that if the rent of land

is fixed at a figure lower than the value of its marginal
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product^ there is nothing to ensure that the available land

will be used in the most efficient way to satisfy the most
urgent needs of consumers.

For similar reasons we may dismiss one other method by
which inequalities of income might be lessened. It is some-
times argued that the state should arrange that those com-
modities wffiich are bought mainly by the poorer members of

the community should be sold at prices below their cost of

production, so that at these abnormally low prices the real

income of the poor would be increased. This could be

brought about by the subsidization of the production of such

commodities or by the socialization of their production, in

order to sell them at prices lower than their cost. If this

policy is adopted, the fundamental advantages of competition

mentioned in Chapter II of Part II would be lost. Rich men
and poor men buy some of the same commodities, so that

rich men would buy some subsidized commodities and poor

men would buy some unsubsidized commodities. For this

reason there would be a maldistribution of the factors of

production among different occupations such that the rich

could be better off without any diminution in the welfare

of the poor, and the poor could be better off without any
diminution in the welfare ofthe rich. Each consumer, whether
rich or poor, would consume the different commodities in

such amounts that the addition to his satisfaction from an

extra pound’s worth of each commodity was the same. But

the marginal cost to the community of a subsidized com-
modity would be higher than its price to consumers. If,

therefore, any individual consumer, whether rich or poor,

spent one pound less on a subsidized commodity, he would
release factors of production which could produce more than

one pound’s worth more of an unsubsidized commodity.

Each individual could therefore be better off without any

diminution in the welfare of any other individual consumer,

if more of the unsubsidized commodities and less of the

subsidized commodities were produced.

For this reason all commodities should be sold at prices
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equal to their marginal costs to all consumers, and any desired

redistribution of income should take the form of a direct

transference of income from one set of persons to another, so

that every one is still free to choose between different com-

modities at prices which measure their marginal costs. In

what follows we shall therefore consider direct methods of

transferring income from the rich to the poor.
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EQUALITY BY TAXATION

The taxation of the rich in order to increase the incomes
of the poor is a direct method of redistributing income.

It is a flexible method ; for it may be used not only to bring

about a more equal distribution of income, but also to

distribute income according to any desired principle. Tax
revenue may be used either to subsidize the provision of

educational, medical, or other services which are ofimportance

to the poor, or else to supplement small incomes directly

by the payment of old age pensions, unemployment relief,

widows’ and orphans’ pensions, or even of an equal 'social

dividend’ to all persons.

The solution of unemployment by the measures suggested

in Part I is the first essential step in a policy of redistributing

incomes more equally through taxation. We have already

argued in Part I, Chapter V, pp. 41, 4Z, that during a slump
tax receipts will fall off, because the incomes liable to taxation

are reduced, while some items of government expenditure

(e.g. interest on the National Debt) will remain constant and
other items (e.g. Unemployment Relief) will rise. If the

total money demand for commodities were stimulated by the

measures suggested in Part I, tax revenue would rise as money
incomes rose and government expenditure would not auto*

matically rise as quickly. Without any increase in the rates

of taxation on the higher incomes there would therefore be an

increased excess of revenue over expenditure, which could

be used to diminish inequalities of income by reducing rates

of taxation on the lower incomes or by increasing those items

of government expenditure, which directly or indirectly raise

the incomes of the poor.

It has been explained that the reduction of unemployment

by the means suggested in Part I involves some immediate

fall in the real wage-rate. In fact the whole object of the

measures proposed in that Part was to raise the money price
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offered for commodities without a similar rise in money wage-
rates, so that employers would have an incentive to employ
more men in order to produce more goods. It is exceedingly

improbable that this policy would in itself actually diminish
the real income of the workers. The fall in the real wage-rate
would be counterbalanced by the fact that more workers were
employed

;
and if a relatively small fall in the real wage-rate

earned by each man was associated with a considerable rise

in the total number of men employed, the real income of the

workers would be increased. In a depressed state of trade,

when a large part of producers’ capital equipment is idle, a

relatively small rise in the price offered for their product will

cause employers to increase their production by a relatively

large amount, so that a considerable increase in employment
will be associated with only a small fall in the real wage-rate.

We argued in Part I, Chapter VII (pp. 67, 68) that experience
justifies this conclusion.

This cure of unemployment will, however, increase the
real income derived from profits as well as the real income of
wage-earners; and it may well increase profits more than
wages, so that in itself the cure of unemployment may cause
income to be less equally distributed. But if rates of taxation
on the higher incomes are not reduced, some considerable
part of the increased profits will be paid to the state and may
be spent in such a way as to diminish inequalities of income.
Moreover, as profits increase, the rates of taxation on the
higher incomes may be raised. The cure of unemployment
means an increase in the total output of goods, or, in other
words, an increase in the total real income of the community.
It is always possible to arrange the tax policy of the state so
that,^ while all classes gain as unemployment is reduced, the
real incomes of the poor increase much and the real incomes
of the rich increase little.

For these reasons unemployment should first be cured
by the means suggested in Part I before the incomes of the
rich are actually reduced by taxation. For it would be absurd
to tax the rich to give greater income to the poor, as long as
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there were not full employment so that the real incomes of

the poor could be increased without any fall in the real

incomes of the rich. But the cure of unemployment is only

a first step. Large inequalities of income would still exist

even if taxes were so adjusted that the poor received the

major part of any increase in real income due to the reduction

in unemployment. We have then to discuss the possibility

of raising considerably higher rates of taxation on the rich

in order to increase the incomes of the poor.

We must next discuss what types of taxation are appro-

priate for this purpose, and what are the economic effects of

such taxation. We may divide the important taxes in a

modem community into three types: taxes on commodities,

taxes on income, and taxes on property passing at death. Each
of these taxes may have effects upon different aspects of

economic activity.

(i) A tax will affect the distribution of income; and it is

our immediate object to see which of the three types

of taxation is most effective for the promotion of

equality.

(ii) A tax may effect the volume of employment
;
and we

must be certain that the taxes which w^e choose do not

react unfavourably on the policies suggested in

Part 1.

(iii) A tax may affect the distribution of economic re-

sources among different occupations; and we must
know that the taxes which we choose do not nullify

the policy suggested in Part II.

(iv) A tax may affect the total supply of the factors of

production.

In Part IV we shall argue that there is an ‘optimum’ amount

of work which should be done, and an ‘optimum’ proportion

of income which should be saved for capital development in

any community in which there is full employment of the

factors of production. We must be sure that we do not

choose taxes for the redistribution of income which make
the achievement of these ‘optimum’ amounts of the factors
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impossible. The rest of this chapter will be devoted to a dis-

cussion of these four aspects of the three main types of taxes.

Taxes on commodities are open to serious criticism on two

grounds. If they are to be used for the redistribution of

income they must be levied on commodities bought by the

rich and not by the poor. While this can be done to some

extent by taxing luxury commodities, it is difficult to do so

to any large extent. The commodities which both rich and

poor consume such as bread, tea, sugar, houses, &c., are the

main staple commodities, which are produced in large

quantities. These are also the commodities which people

are least likely to do without when their price goes up in

consequence of a tax imposed upon them. From the point

of view of raising revenue, these are the obvious commodities

to tax. It is administratively easier to tax a few important

staple commodities
;
and the consumption of these commodi-

ties, and therefore the revenue obtained from them, is likely

to fall off least when the taxes on them are raised. But on

the other hand, a high tax on a luxuiy commodity will cause

people to purchase other commodities instead, since people

can do without a particular form of luxury and buy others

which have not risen in price. If a heavy tax is put on

gramophones, people may buy wireless sets instead. In

order, therefore, that the tax may bring in considerable

revenue, wireless sets must be taxed as well as gramophones

;

but in that case people may go to the theatre instead, in which

case a tax must also be put on expensive seats in the theatre.

But again a large part of the revenue may be lost because

people now give up the gramophone, radio, and threatre and

instead purchase a more expensive car. So in turn cars must

be taxed. For this reason, in order to raise revenue by

taxing the commodities which the rich consume and the poor

do not, practically all the commodities which the rich con-

sume may have to be taxed. This will lead to innumerable

small taxes to achieve an object, which would be achieved

more simply by taxing the income of the rich instead of the

commodities they buy.
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The second criticism of a tax on commodities is equally

important. We have argued in Chapter II of Part II that in

order that the available economic resources should be used
in the best way to satisfy consumers’ needs, commodities
should be put on the market at prices which are in proportion

to their marginal costs of production. If some commodities
are taxed, their price will be raised above their marginal cost,

while untaxed commodities continue to sell at prices equal

to their marginal costs. Factors of production will therefore

be diverted in an uneconomic way from the production of the

taxed commodities, so that the first fundamental advantage

of competition will be lost. Commodity taxes are therefore

inappropriate as a means of redistributing income, and also

have undesirable effects upon the distribution of factors of

production among different occupations. We may therefore

dismiss them without considering their effect either upon
employment or upon the ‘optimum’ supply of labour and

capital.

An income-tax will have neither of the disadvantages of

a commodity tax. The income-tax can be graduated by blow-
ing a certain amount of income to go untaxed and by raising

high rates of super tax on the higher incomes, so that those

with small incomes go untaxed, those with medium incomes

pay a moderate proportion of their income in taxation, and

those with large incomes a high proportion. Moreover, by
granting allowances in the income-tax for dependents or for

any other reasons considered desirable the income-tax can

be made a most flexible instrument for aiding any desirable

principle of distribution of income. It has, therefore, many
advantages as a means of raising revenue for the redistribu-

tion of income. Moreover, as a general income-tax does not

differentiate between different sources of income, it will not

disturb the proper distribution of the factors of production

among different occupations. Since the tax levied on the in-

come earned by any factor of production will not depend upon

the particular industry or occupation in which that income

is earned, each factor will still move into that occupation
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in which the value of its marginal product is greatest
;
and

consumers can freely express their preferences for different

commodities through the prices which they offer for each

commodity.
In order to discuss the effects of an income-tax upon em-

ployment and upon the supply of the factors of production,

it is important to distinguish between a proportionate and a

progressive income-tax. A tax is proportionate if the same
rate of tax is levied on every income, whatever size it may be

;

and a tax is progressive if the rate of tax levied on each in-

dividual income is raised as the taxable income becomes
larger. Tables VII and VIII give examples of proportionate

and progressive income taxes. In Table VII we assume

Table VII

A Proportionate Income-tax

A B c D E
Gross Rate Amount Net Increase in

income of tax of tax income net income

£ 0/
;0 £ £ £

300 30 60 140
300 30 90 210 70
400 30 120 1 280 70
500 30 150 350 70
600 30 180 420 70

that whatever the gross income in colunrnA may be, the same
proportion of it—^namely 30 per cent., as shown in colunrn

B—^will be deducted in taxation. In Table VIII, as the gross

income in column A rises, there is an increase in the propor-
tion of income deducted in taxation, as shown in column B.

In both tables column C shows the amount which will be
paid in taxation from different incomes under these two tax

systems, and colunrn D shows the net income that will remain
to the taxpayer after the deduction of tax. Column E, which
is the important column for our purposes, shows by how
much a man will increase his net income after deduction of

taxation, if by some means or another he adds £100 to his
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gross taxable income. Thus in Table VIII when the gross

income is ^£400, a net income of ^£280 remains after the

deduction of tax; but when the gross income is ^£500 a net

income of ^£300 is left after deduction of tax, so that if a man
adds ;^ioo to his gross income by earning £500 instead of

3^400, he will add only £;zo to his net income after payment
of tax.

Table VIII

A Progressive Income-tax

A
Gross
income

B
Rate
of tax

C
Amount
of tax

\

D
A et

income

E
Increase in

net income

£
0

'

^0 £
1

£ £
200 1 10

1 ;

180

300 20 ' 60 1 240 60
400 : 30 1 120

1

280 40
500 40 1 200

;
300 20

600
j

50
j

300 : 300 i
Nil

In discussing the effect of taxation upon the volume of

employment and the supply of the factors of production an
important consideration is the amount which a man can add
to his net income by adding a certain sum to his gross income.

If, as in Table VII, the income-tax is a proportionate tax of

30 per cent., then by earning another £,100 a man will always

add £70 to his net income. If, however, the tax is progressive,

as in Table VIII, then a man will add less to his net income

by earning an extra £100 than would have been the case if

the absolute height of the tax were the same but the tax were

not progressive. In both Tables an income of £400 is taxed

at 30 per cent.; but in Table VII by earning £400 instead of

£300 a man adds £70 to his net income, while in Table VIII

by earning £400 instead of £300 he adds only £40 to his net

income. We may conclude, therefore, that the higher and the

more progressive the income-tax, the less will a man add to his

net income by earning an extra £100. In Table VIII the in-

come-tax becomes so progressive that although an income of
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£600 is only taxed 50 per cent., yet a man can add nothing to

his net income by earning £600 instead of ^£500. Obviously

to reduce inequalities of income to a minimum we require as

progressive a tax as possible in order to raise the revenue

from the rich
;
but in discussing the effects of income tax on

employment and on the supply of the factors of production

we have to remember that every increase in the progressive-

ness of the tax will reduce the addition to net income that

can be achieved by earning a greater gross income.

We are now in a position to discuss the effect of income-

tax upon employment. In Part I, Chapter I, p. ii, it was
shown that the volume of employment could be increased

either by an increase in the amount of money borrowed and
spent on capital development or, with a given volume of

expenditure on capital development, by a decrease in the

proportion of income which people save and refrain from
spending on consumption goods. We must therefore discuss

the effect of income-tax upon expenditure on capital develop-

ment and upon the proportion of income saved. An income-

tax, and especially a highly progressive one, is likely to cause

some diminution in expenditure on capital development.

In Part I, Chapter II, we argued that the incentive to spend
money on capital development depended upon the relation

between the rate of profit which producers expected to earn

on any new capital development and the rate of interest at

which money could be borrowed. If, for example, a producer
by installing a machine costing 3^10,000 expects to add
a year to his profits, he expects to earn a rate of profit on this

machine of 5 per cent, per annum. If he can borrow the

^10,000 at 4 per cent., then for an annual payment of interest

of ^400 a year he will add £500 a year to his profits and will

so increase his own income by ^100 a year. In these circum-
stances he will find it worth his while undertaking this item
of capital development. But if there is a high and also a
progressive income-tax, he may by adding this 3^100 to his

gross annual income add very considerably less than 3(^100 to

his net income, and the incentive to undertake the trouble
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and risk of embarking on this capital development will be so

much the smaller. A high and progressive income-tax will

therefore in itself reduce the incentive to spend money on
capital development at any given rate of interest.

This does not, however, mean that the imposition of a heaw
and progressive income-tax will necessarily cause total money
expenditure to fall and unemployment to increase; and this

is so for two reasons. In the first place, the banks may
offset the immediate effect of the tax on expenditure on
capital development by reducing the rate of interest through

the measures suggested in Chapter III of Part L If, in the

example of the last paragraph, the banks cause the rate of

interest to fall from 4 to 3 per cent, when the income-tax is

imposed, the producer by borrowing ^10,000 at 3 per cent,

to instal the machine can add ^£500 to his profit for the pay-

ment of £300 a year in interest. In these circumstances,

therefore, he will add £2,00 instead of £100 to his gross

income. If the income-tax removes 50 per cent, of this addi-

tional £zoo he will still be able as before to add 3^100 to his

net income if he undertakes the capital development.

Secondly, a heavy and highly progressive income-tax will

cause a diminution in the proportion of income saved. Richer

people are more able to save than poorer people, and in fact

we find that richer people save not only a larger amount but

also a larger proportion of income. It follows that the more
equally a given income is divided among a number of

individuals, the smaller will be the amount saved out of that

income. Suppose for instance that a man with £()00 saves

33 i cent, or ^£300, a man with 3^500 saves 15 per cent, or

^75, and a man with £100 saves 5 per cent, or 3^5. Then the

total income of these men will be 3^1,500, out of which 3^^380

will be saved. If the £1,500 were divided equally between

the three men, each would have £500 and each would there-

fore save 1 5 per cent, or £75. The total savings of the three

men would therefore fall from £380 to £225.
There is a further reason why a steeply progressive income-

tax is likely to cause a fall in the proportion of income saved.
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People save, in part at least, in order to increase their future

incomes by the interest on their additional property. If there

is a steeply progressive income-tax, an amount of saving

which would add £ioo to their gross income in the future

might add only ^40 to their net income in the future
;
and an

amount of saving which would be worth while if it added

3^100 to annual income in the future might be considered no

longer worth while if it added only £40 to future income.

Indeed in the extreme case in which the tax is so progressive

that nothing can be added to net income by increasing gross

income, this important motive for saving would be entirely

removed.

A diminution in inequality of income brought about by
a heavy and highly progressive income-tax will therefore

reduce the proportion of income saved; and for this reason it

will help to reduce unemployment. For, as we have argued

in Chapter II of Part I, this additional expenditure on con-

sumption goods will cause a direct increase in the output of

consumption goods, will raise the incomes of those producing

these goods, and will thus cause still further increases in

expenditure. Such increases will, moreover, make industry

more profitable, and will therefore increase the incentive to

borrow money for expenditure on capital development, since

a higher rate of profit may be earned on new machinery
installed for the production of consumption goods. If, there-

fore, the banks prevent any rise in the rate of interest, the

diminution in the proportion of income saved will in itself

stimulate the expenditure of money on capital development,

and will help to offset the tendency of a progressive income-
tax to diminish expenditure on capital development. We
may conclude, therefore, that a progressive income-tax will

almost certainly increase the volume of employment if the

rate of interest is not allowed to rise; for it will directly

stimulate expenditure on consumption and so indirectly the

expenditure on capital development. And if the income-tax
caused unemployment by reducing the incentive to spend
money on capital development more seriously than it
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Stimulated expenditure on consumption goods, this could be
offset by a lowering of interest rates by the banks.

We have now to discuss the effect of incc^me-tax upon the

supply of the factors of production. In Part IV, Chapter II,

pp. 259-61 ,
we shall argue that there is an ‘optimum' amount

of work which should be done by each member of the com-
munity; and we shall conclude that this ‘optimum' amount
of work will be automatically provided by each person if the

real wage-rate offered to each worker for an hour's work is

equal to the marginal product of his work, so that by working
a little more each individual will add to his real income an
amount equal to the difference in the real output of the

community. Any tax on earned income will mean that the

real wage-rate of labour is lower than the marginal product
of labour, since no worker will be offered more than his

marginal product and part of this offer will not reach the

worker but will be removed by the income-tax. Moreover,
themore progressive theincome-tax, the smallertheproportion

of his gross wage-rate which any worker adds to his net

income by working more
;
and thus the discrepancy between

a worker's marginal product and the increase in his net

income, due to his doing more work, is increased by every

increase in the progressiveness of taxation. A heavy or highly

progressive income-tax on earned incomes will therefore

disturb the ‘optimum' amount of work to be done by each

individual. This is by far the most diRadvant^gfimiR of

such taxation.

We shall also argue in Chapter III of Part IV that there

is an ‘optimum' supply of savings. On the assumption that

there is full employment provided by the policies suggested in

Part J, it is impossible for the community to produce and
consume more consumption goods without transferring

resources from the production of new capital equipment;

and in these circumstances a reduction in the proportion of

income saved must mean that less capital development is

undertaken. It is possible to provide full employment when
a large proportion of income is saved, if the rate of interest

4284 R
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is lowered to stimulate a sufficient volume of expenditure on

capital dei^elopment. Alternatively, when a small proportion

of income is saved, full employment may be provided with

a smaller volume of expenditure on capital development and,

therefore, with a higher rate of interest. ^ e shall argue in

Chapter III of Part IV that there is an ^optimum.^ proportion of

income which should be saved on the assumption of full em-

ployment, because a certain proportion of the fully employed

resources should be applied to the production of new capital

equipment. A heavy and highly progressive income-tax by

diminishing the proportion of income which is saved may
reduce this proportion below the ‘optimum’.

It is, however, easy for the state itself to save part of the

tax revenue, if such taxation threatens to reduce the supply

of savings below the optimum. Suppose that £100 millions

are raised in taxation of the rich to increase the incomes of

the poor. The rich must reduce either their expenditure on

consumption or their savings to pay the £100 millions.

Suppose that they reduce their expenditure on consumption

by £60 millions and their savings by £/^o millions. If the

whole £100 millions were spent by the poor on consumption

goods, the net effect would be a diminution of savings by

£^o millions. If the state wished to prevent this, it might

raise the ^£100 millions in taxation, pay £(>o millions of this

to the poor to increase their expenditure on consumption

goods, and itself save ^£40 millions to replace the diminished

savings of the rich. This 3^40 millions could be used by the

state to reduce the outstanding national debt or to invest in

any other forms of property, which it was suitable for the

state to hold.

We have next to consider duties on property passing at

death as a means of raising revenue to redistribute income and

also to consider their effects upon the distribution of the

factors of production among different occupations, upon the

volume of employment, and upon the optimum supply of

the factors of production. Death duties may be proportionate

or progressive . They are proportionate, if thesame percentage
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is levied in duty regardless of the size of the total property^,

or of the individual bequest, which is left at death. They are

progressive, if either of two principles of graduation are

adopted. With the first principle of progression (which is

adopted in the English Estate duty), the proportion of the

property taken in duty increases with the size of the total

property left at death. With the second principle of progres-

sion, the total property left at death would, for purposes of the

duty, be divided into its component legacies and each legacy

would be taxed at a rate dependent upon its size. If out of a

total property of £10^000 one man is left ;^8,ooo, another

£1,000, and two others £500 each, the £8,000 bequest would
be taxed at a higher rate than the £1,000 bequest, which in

turn would be taxed at a higher rate than either of the £500
bequests.

For the purpose of redistributing income more equally,

progressive death duties have less advantages than a pro-

gressive income-tax. In as far as inequalities of income are

due to the unequal ownership of income-bearing property

such duties are as effective as an income-tax. Progressive

death duties—especially those which are graduated on the

second of the two principles mentioned in the previous

paragraph—^will take large amounts of property from those

who inherit large properties and so obtain large incomes from
property ; and the revenue may be used to increase directly

or indirectly the incomes of the poor. But while the income-

tax will also diminish inequalities of income from work,

death duties will not directly have this effect, since they

cannot be levied on incomes from work. But indirectly they

will diminish inequalities of earned income. For, as we have

shown in Chapter II of this Part, inequalities of income from

work are partly due to inequalities of opportunity to train

for the higher paid occupations, so that an equalization of

incomes from property would indirectly diminish inequali-

ties of income from work. In a community in which the main

inequalities are due to the unequal distribution of property,

and in which many of the inequalities of income from work
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are due to inequalities ofopportunity, progressive death duties

will be almost as effective as a progressive income-tax in

reducing inequalities. And if, as will be shown in what fol-

lows, death duties have other marked advantages over an
income-tax, they are to be preferred as the main instrument

for promoting equality.

Death duties, if they are levied impartially on all forms
of property at death, will, equally with an income-tax, have
no adverse effects upon the distribution of economic re-

sources among different occupations. Consumers will be
free, through the prices offered for different commodities, to

express their marginal preferences for different commodities

;

and since capital will be subjected to death duties in every
form of occupation, the factors of production including

capital will still flow into those industries in which their

marginal products are of the greatest value to the consumers.
In their effect upon employment progressive death duties

are to be preferred to a progressive income-tax. We have
argued that the effect of taxation upon employment will

depend first upon its effect on the incentive to spend money
on capital development at the current rate of interest, and
secondly, upon its effect on the proportion of income which
will be saved. It was shown that a highly progressive income-
tax would reduce the incentive to spend money on capital

development. People will borrow money for this purpose
only if they expect to earn on the new capital goods installed

a profit in excess of the interest to be paid on the borrowed
funds, and this margin of profit may be seriously reduced
by a progressive income-tax. In the case of the death duties
this margin would not be reduced at all. If a man can borrow
3^10,000 at 4 per cent., i.e. for £400 a year in interest, and
expects to make a rate of profit of 5 per cent., i.e. a profit of

£500 ,
on the installation of a machine costing 3^10,000, he

will add 3^100 to his net income by installing this machine.
This action will not increase the property taxable at his death,
since his debtsmust be set against his property to arrive at the
net value of his taxable property. The incentive to spend
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money on capital development at the current rate of interest

will therefore be less affected by death duties than by an

income-tax.

This result may appear paradoxical. But it should be
clear, if it is realized that the incentives to spend money on
capital development are quite different from the incentives

to accumulate property. A man can accumulate property by
spending less than his income; but, having accumulated

propert}”, he must make the independent decision whether
to hold money, securities, or a machine. A man can decide to

accumulate wealth without deciding to build a new machine

;

for he may decide simply to hold more money or securities.

A man can decide to build a new machine without deciding

to accumulate more property; for he can use some of his

holding of money, or can sell securities for money, in order

to purchase the new machine, without himself spending less

than his income. The incentive to spend money on capital

development at any given rate of interest should, as we have

argued, be little affected by death duties.

But progressive death duties, just as a progressive income
tax, will almost certainly cause a diminution in the proportion

of the national income saved, if the proceeds of these taxes

are used to increase the incomes of the poor. This will be

so for two reasons. First this policy will diminish inequalities

of income; and we have already argued that a transference

of income from rich to poor causes a fall in the savings made
out of that income, because the poor save a smaller proportion

of their income than the rich. Secondly, if the death duties

are progressive, any one who is saving will know that the

larger the property which he accumulates, the greater will

be the proportion taken at his death by the state and the

smaller, therefore, the proportion which he can leave to his

heirs. This may reduce the incentive to accumulate property

for the benefit of his heirs.

It is, however, sometimes maintained that death duties

will reduce the proportion of the national income, which is

saved, to a greater extent than an equivalent income-tax,
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because death duties are a tax on capital and the income-tax

is a tax on income. This belief is not necessarily true.

Suppose that a man is determined to leave a fixed arnount of

property for the benefit of his heirs. If he has to pay income-

tax during his life he must restrict his expenditure on con-

sumption in order to accumulate as much as before to leave

to his heirs. If a duty will be levied on his property at death,

then he must equally restrict his consumption during his

life in order to accumulate a larger property than before, of

w^hich only a part will pass to his heirs. An income-tax, the

revenue from which is used by the poor for expenditure on

consumption, will reduce the proportion of the national

income which is saved, in so far as the taxpayers in order

to meet the tax do not reduce their expenditure on consump-

tion but save less. A death duty, the revenue from which is

spent on consumption, will reduce the proportion of the

national income which is saved only in so far as those whose

property will be taxed at death fail to restrict their consump-

tion during life sufficiently to offset the effect of the duty on

their heirs* inheritance. There is, therefore, no a priori

reason why death duties should diminish the proportion of

income saved more than an income-tax, although progressive

death duties will probably diminish the proportion of income

which is saved at least as much as a progressive income-tax.

Since death duties will dimmish the incentive to spendmoney
on capital development less than an income-tax, and will

diminish the proportion ofincome saved as much as an income-

tax, we may conclude that death duties will have a greater

effect in reducing unemployment than an income-tax.

Finally, we must discuss the effect of progressive death

duties upon the optimum amount of work and upon the

optimum proportion of income which should be saved when
there is full employment. As we argued on p. 241, an income-

tax, and especially a progressive income tax, will have disad-

vantageous effects upon the optimum amount of work done
by each person, because a progressive tax on earned incomes

will cause a discrepancy between the real reward of work and
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its marginal product. Death duties will not have this effect;

for death duties do not prevent a man, who by working more
adds something to his income, from keeping the whole of

this additional income. In this respect death duties have

great advantages over an income-tax.

Death duties will reduce the proportion of the national

income which is saved at least as much as an equivalent

income-tax. There is therefore the same possibility that, if

full employment has been achieved by the measures suggested

in Part I, progressive death duties may reduce the proportion

of the national income which is saved below^ the optimum,

as defined in Part IV. But for this there is the same simple

remedy as in the case of the income-tax. The state may use

only part of its revenue from such duties to increase the

incomes of the poor, and may itself save the remainder, using

these sums to redeem the national debt or to purchase any

other appropriate forms of property. By such means the

state can prevent any undesired reduction in the proportion

of the national income which is saved.

All the arguments employed in this discussion of death

duties are equally valid in the case of any taxes levied on

property or on income from property as opposed to income

from work. Such taxes include a progressive income-tax,

from which earned income is exempted, and taxes levied

annually on the value of the property owned by each in-

dividual. We may therefore summarize the arguments of

this chapter in this way: incomes may be redistributed by
taxing the rich and using the revenue to increase the incomes

of the poor. For this purpose commodity taxes are to be

ruled out, both because they are inappropriate taxes for the

raising of revenue from the rich and because they cause an

undesirable redistribution of factors of production among
different occupations. A highly progressive income-tax is

the best instrument for the purpose of redistributing incomes,

and further it has no disadvantageous effects upon the distri-

bution of factors of production among different occupations.

It will probably help to cure unemployment. Although it
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may somewhat reduce the incentive to spend money on
capital goods at any given rate of interest, it will certainly

reduce the proportion of income which is saved and will so

stimulate activity. The great disadvantage of a general

income-tax is that it will necessarily upset the proper balance

between work and leisure. If the income-tax reduces the

proportion of income saved to an undesirably low level in

conditions of full employment, this may be remedied if the

state itself saves part of the tax revenue. Death duties or

any taxes on property or on income from property alone will

be slightly less eifiicient than an income-tax in redistributing

incomes, since they cannot directly affect inequalities of

income from work. But they have two distinct advantages

over the income-tax. First, they will not diminish so much
the incentive to spend money on capital development.

Secondly, they will not disturb the proper balance between

work and leisure. In their other effects they are similar to

anincome-tax. From this we may conclude that redistribution

of income through progressive death duties or other taxes

on unearned income can have no serious economic disad-

vantages provided that, if necessary, the state is itself pre-

pared to save part of its tax revenue for the purchase of

property of one form or another.



V
REDISTRIBUTION OR SOCIALIZATION OF

PROPERTY

I
N order to remove the most important cause of inequali-

ties of income, namely the unequal ownership of property,

measures might be taken to ensure that property was owned
in more equal amounts by all members of the community
and not concentrated in the hands of a few persons. The
ideal at which this solution would aim is the attractive

‘distributist’ state in which all men are free, equal, and inde-

pendent, because all men own a modicum of property with-

out any glaring inequalities in such ownership.

This 'distributist’ state could be brought about by means
of steeply progressive death duties, which would take all, or

nearly all, property above a certain figure away from the

rich to give it to the men who had less property. No single

redistribution of property would suffice, unless some pro-

vision were made for the redistribution of property at death.

Otherwise inequalities would soon appear again, and would
perpetuate and accentuate themselves; for once one family

obtained a measurable advantage in income over others it

would be easier for it to accumulate still more property and
easier for its members to train for the best paid occupations.

Alternatively, the ‘distributist’ state might be attained by
fundamental changes in the laws of inheritance, whereby a

man who died was not allowed to leave more than a certain

amount to any single individual, or—better still—^whereby

no man was allowed to inherit an amount of property so great

that together with the property which he already owned he
would possess more than a certain total estate.

Such a policy would have the same advantages and dis-

advantages as progressive death duties, which were discussed

at the end of the last chapter. Itwould help to cure unemploy-
ment, since it would not diminish the incentive to borrow
money to spend on capital development at *any given rate of
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interest, and since it would cause a reduction in the proportion

of income which was saved . Itwould in no way prevent factors

of production from flowing into those occupations in which

the value of their marginal products was highest. It would

not interfere with the proper balance between work and

leisure, since it would not prevent any man from earning for

his work a reward equal to the value of his marginal product.

On the other hand, it might seriously reduce the supply of

savings below their optimum level in circumstances of full

employment. If all rich men knew that they could not leave

more than a moderate sum to their own dependants, the

main incentive for a very large part of the community’s savings

would be entirely removed. For this reason the state might

be obliged to fill this gap by raising revenue to devote to the

purchase of property of one form or another.

We have concluded that in redistributing income either by

progressive taxes used to increase the incomes of the poor or

by a direct redistribution of property, the state will probably

be obliged itself to accumulate property, as soon as full

employment is achieved. Such action will gradually lead to

the socialization of the ownership of a considerable amount of

property. We must therefore discuss how the state should use

the income from state-owned property to promote equality.

If the state owns a considerable amount of income-bearing

property, it will be in a position to control directly the

proportion of the national income which is saved. In Part

IV, Chapters III and IV, we discuss the principles upon
which this decision should theoretically rest. That part of

its income from property which the state decided to save

would either be handed over to those in charge of socialized

industries for expenditure on capital development, or would
be used to purchase securities and other forms of property

in the market, or would be lent at interest to privately con-

trolled concerns. By this means the state could ensure that

the savings flowed into those uses in which the real yield on
capital was highest. The state could use part of its income
from property to finance its ordinary expenditure on justice,
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defence, &c., without raising money by commodity taxes or

by an income-tax. This is a further advantage of state

ownership of property, since taxes on particular commodities

will disturb the best distribution ofthe community’s resources

between different occupations, and an income-tax will upset

the best balance between work and leisure. The remainder of

its income from property could be used to promote equality.

It could either be spent on education, health services, pensions

for old age or for widows, or family allowances, or could be

distributed as an equal "social dividend’ to all members of

the community.
To achieve substantial equality of income by this means

does not necessarily imply that all propeily should be owmed
by the state. If the state owns sufficient property to ensure

that the optimum amount of the national income is saved,

to achieve a considerable degree of equality in incomes, and
to finance its ordinary expenditure without resort to com-
modity or income taxes, the rest of the community’s property

might well be left in private ownership. In order to prevent

such private ownership from causing the regrowth of great

inequalities, private estates over a certain size should be

subjected to heavy death duties, designed in such a way as to

prevent any man from leaving an estate over a certain moder-

ate size to any one individual. As we have already argued

in Part II, Chapter VIII, p. 190, a clear distinction must

be drawn between state owmership and state control of

property. It is quite possible for the state to own land and

to let it out at a fixed rent to private individuals to manage

and to farm. It is equally possible for the state to leave the

land in private ownership and itself to hire it at a fixed rent

in order that agriculture may be state-managed. In Chapter

VIII of Part II we concluded that, in order to achieve the

best use of the community’s resources, property in mono-

polistic industries should be socially managed. In this

chapter we conclude that to obtain equality of income a

certain amount of property should be socially owned. It

may be that the state should own more property than it
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manages or should manage more property than it owns. This

depends simply upon the amount of property which must be

socially owned to achieve equality and the amount which

must be socially managed to offset the effects of monopoly.

The important point to realize is that state ownership and state

management are not the same thing, that they are desirable

for quite different reasons and that they do not necessarily

go together.

By state ownership of property complete equality of in-

come from property could be achieved. At first sight it

appears that by this means all inequalities of income from

work might also be offset. For the state could use part of

the income which it received from state-owned property in

order to pay allovrances to individuals who earned little from
work, so as to equalize their total incomes with the incomes

of those whose earnings from work are high. In particular

industries, which were socially owned and controlled, the state

could deliberately pay wage-rates greater than the marginal

product of labour, if this was necessary to promote equality

of incomes from work. But such policies would be open to

two serious objections, because a man^s total income would
no longer depend upon the value of the marginal product

of his work. First, no man would have any incentive to move
from occupations in which his marginal product was low to

occupations in which it was high, so that labour would no
longer tend to distribute itself automatically among different

occupations in such a way that consumers’ needs were best

satisfied. Secondly, the correct balance between work and
leisure would be upset. If each individual knows that his

total income will not vary even if his income from work
varies, he will no longer have any incentive to choose the

best balance between work and leisure. Hewould presumably
work as little as possible, so that the state would have to set

minimum hours of work. But the state is unlikely to impose
the proper balance between work and leisure, the judgement
of which is best left to each individual.^

^ V. Part IV, Chapter II, pp. 259-61.
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We are here up against a fundamental dilemma in any
attempt to distribute income equally. It may be desirable

from the point of view of the distribution of income to get

rid of inequalities of income from work, but to do so will

cause considerable difficulty in achieving the best use of the

available labour and the best balance between %vork and
leisure. For by whatever means equality of earned income is

achieved, it is bound to mean that people’s net incomes will

not vary with the value of the marginal product of their work.

In the choice of a tax policy or of a policy ofpaying allowances

to supplement low incomes, the advantage of greater equality

of earned incomes must be balanced against these disad-

vantages. If complete equality of income from property is

obtained by the social ownership of property, and if complete
equality of opportunity for training for the best paid jobs

is ensured by means of an educational policy based on the

principles outlined above in Chapter II of this Part, in-

equalities of income will be greatly diminished, even if the

remaining causes of inequalities of income from work were
left untouched.

If we accept this method of achieving equality, there

remains for discussion the problem of the transition from
private to state ownership of property. The state must first

raise surplus revenue by taxation and use the proceeds to buy
up privately owned property. Clearly the first block of such
property to be bought up would be the national debt of the

state. As the capital sum of the state’s debt was redeemed,

the amount which the state had to pay in interest on the debt

would be diminished so that taxes on the poor could gradually

be remitted, or expenditure designed to promote equality

could be increased. After the national debt had been re-

deemed, the state could invest its surplus revenue in the

purchase of other forms of privately owned capital. It would
naturally choose in the first place to redeem the privately

owned debt of any industries which had been socialized, and
would for example buy up the stock of the London Passenger

Transport Board or of similar socialized concerns. After
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this it might invest in the debt of local authorities. Finally,

it might purchase the debentures of private industries or

invest in the purchase of land. Each stage would either

diminish the state’s expenditure on interest on debt or would
increase the state’s income from interest or rent. It would
thus gradually be in a position to develop fully its policy for

the redistribution of income.

We have already discussed in the last chapter the principles

upon which the revenue for the socialization of property

might be raised. W'e concluded there that progressive death

duties might be imposed, part of the revenue from which
could be used by the state to purchase property, if the

imposition of these duties threatened to reduce the com-
munity’s savings to too low a level. The transition towards

state ownership of property can always be speeded up by
imposing heavier duties on privately owned property. The
payment of these duties will in itself increase the proportion

of income saved in as far as the taxpayers reduce their ex-

penditure to meet the duties, and will reduce the proportion

of income saved in as far as the taxpayers reduce their savings

or sell part of their property to meet the heavier levies. By
using a larger part of the revenue to promote expenditure

by the poor the state can prevent such a policy from causing

so large an increase in savings that unemployment results,

and by using a larger part of the revenue to buy up privately

owned property the state can prevent the proportion of

income saved from falling below the optimum in conditions

of full employment.^

^ In this discussion we have ignored the possibility that owners of
property may attempt to escape the levy by removing themselves and their
capital to other countries. In Part V, Chapter III, we shall discuss the
effects of an increase in foreign lending, and shall suggest measures by
means of which the government can, if necessary, prevent an export of
capital.



PART IV

THE SUPPLY OF THE PRIMARY FACTORS
OF PRODUCTION

I

LAND, LABOUR, AND CAPITAL

WE are still left with one fundamental economic problem,

which it is the object of this Part to discuss. Since

the amount of the primary factors of production is not

rigidly fixed, we have to decide how these factors can be
made available to the community in the best or ‘optimum’

amounts.

It is usually held that there are three primary factors of

production—land, labour, and capital—from the use of

which all the real income of the community is obtained.

This view is correct so long as the nature of these three

factors is properly interpreted. By land we must mean all

the natural resources of the community which are useful

for the production of commodities or for the immediate

satisfaction of human needs. Land, therefore, must be inter-

preted to include not only the surface of the earth, but also

the fertility of the soil, the natural supply of minerals, the

water supply available for power and for other purposes,

and all the resources whose presence is not due to human
activity. Labour must be interpreted to mean the whole of

man’s current activity in producing goods and services. It

must include, besides ordinary manual labour, the work of

technicians, of those directing business concerns, and of

doctors and others who provide direct personal service.

Capital is the whole stock of man-made instruments of

production in existence at any one time, which are useful for

the production of real income. Capital must include the

stock of machines, buildings, and raw materials, the existing

improvements in the land which are due to human labour,

and even such immaterial things as the existing stock of
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human knowledge and capability, which is due to the expen-

diture of past human effort on the education and training of

men.
If we accept these interpretations of the three primar}^

factors of production we can see that the production of any

finished commodity or service is wholly due to the use of

these three factors in one form or another. In Part I, Chapter

I, pp. 2~3, it was argued that the costs of any firm could be

reduced to six items:

(i) the wages of labour employed by the firm

;

(ii) the interest to be paid on the capital borrowed by

the manufacturer;

(iii) the rent or royalties to be paid for the use of land or

other natural resources by the manufacturer;

(iv) the cost to the manufacturer of purchasing the neces-

sary raw materials to make the finished product;

(v) the payment to be made for the repair and replace-

ment of machinery and plant which wears out as the

finished commodity is produced

;

(vi) a profit to the manufacturer sufficient to make him
willing to carry on with the production of the com-

modity.

All these items of cost can be reduced to payments for the

use of the three primary factors of production: land, labour,

and capital. Item (i) is clearly a payment for labour, item

(ii) a payment for land, and item (iii) a payment for capital.

Items (iv) and (v) can, as we argued in Chapter I of Part I,

be reduced to the wages, rent, interest, and profit earned

in the industries producing raw materials and machines,

so that they are made up of payments for labour, land, and
capital together with a certain profit of management. But
this profit of management together with item (vi), the profit

received directly by the producers of the final commodity,
represents either a payment to the manufacturers for their

own labour of management or else interest on capital, in so

far as the manufacturers themselves own the capital which
they use.
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All the factors of production used in the production of

any commodity can be reduced to land, labour, and capital;

but it is not possible, as has sometimes been supposed, to

reduce capital itself to land and labour. It is true that the

physical capital goods, such as machiner}% must have been
produced in the past by the use of natural resources and of

human labour. But in spite of this, capital is a factor of

production independent of labour and land. We can see this

best by taking a simple illustration. Let us suppose that the

production of a certain amount of boots requires the employ-
ment of 50 men and a unit of land in the boot manufacturing
firm, and of 50 men and a unit of land in industries producing
raw materials and machines, in order to replace the boot manu-
facturers’ stock of capital goods as they are used up or worn
out. Then the production of these boots requires 100 units

of labour and 2 units of land
;
but it also requires the existence

of a stock of machines in use and of raw materials in process.

If there were no such stock of capital the 100 units of labour

and the 2 units of land could be used directly without any
equipment in an attempt to produce boots; but clearly a

smaller number of boots would in these circumstances be
produced. If a certain amount of capital equipment is used,

only part of the labour and land will be used directly to

produce boots, and the other part will be used to maintain

the stock of capital goods and equipment as it is used up
by the production of boots. In the one case, few boots would
be produced with a given amount of labour and land but no
capital; in the other case more boots would be produced
with the same amount of labour and land and with a

certain constant stock of capital. Thus three primary and
independent factors of production exist:

(i) the current use of an existing stock of capital, i.e. of

instruments of production and of raw materials

;

(ii) the current expenditure of a certain amount of human
effort, part being used directly to produce the finished

commodity and part to maintain the stock of capital

goods intact
;
and

4284 g
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(iii) the current use of a certain amount of natural re-

sources, part again being used directly to produce
finished commodities and part to maintain the existing

stock of capital goods intact.

In deciding how the primaiy’ factors of production may
be supplied in the ‘optimum’ amounts, it is clear that as far

as natural resources are concerned there can be no problem.

For these are things which man cannot vary" in amount,
but which are supplied in certain quantities by nature.

But in the case of labour and capital, man can decide how
much of these primary factors shall be supplied; for it is

possible to vary the amount of w'ork done and also the size

of the stock of capital goods in existence. Chapter II of this

Part will deal with the principles which should govern the

total supply of labour, on the assumption that there is a

constant stock of capital in existence; Chapter III will deal

with the principles which should govern variations in the

total stock of capital, on the assumption that there is a con-
stant supply of labour. In Chapter IV we shall discuss

briefly the principles upon which the supply of labour and of
capital should be varied simultaneously, if at the start neither

is supplied in the optimum amount.



II

THE OPTIMUAI SUPPLY OF LABOUR

The total amount of labour may be varied by a change
in the amount of work done by each member of the

community or by a change in the size of the population.
When both these variables are at their optimum point, we
have the optimum supply of labour. A discussion of these

two optima, on the assumption that there is a constant stock

of capital, forms the subject of this chapter.

Dilferent ways in which the amount of work done by
each person can be varied have already been mentioned in

Part III, Chapter II, pp. 225, 226. An increase in the work
done per member of the community may be obtained by an
increase in the number of hours worked per day or in the
number of days worked per year, by lowering the age at

which people start work or raising the age at which they
retire from work, or by an increase in the number of members
of each family who seek work—e.g. a wife may decide to go
out to work instead of staying at home. It may appear unreal
to suppose that the average worker has any control over his

daily hours of work. In occupations in which a man is his

own master, he may be free to decide whether he will work
more or less. But if a man is employed in a factory, in wUich
the hours of work are fixed, he can either w^ork the fixed

number of hours a week or not work at all. But even so the

number of hours of work done per person can be varied con-
siderably. The workers, either directly or through their trade

unions, in settling the terms of work with their employers
can bargain for a reduction or for an increase of hours of

work at the current hourly wage-rate; and hours of work
have, in fact, been considerably changed by this means in

the course of the last century.

It is easy to see that if the wage which people are paid for

their work is equal to the value of the marginal product of

their labour, the amount of labour supplied by a given
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population will—with certain resen-^ations to be made later^

—

tend towards the optimum. For the optimum amount of

work will be done so lonst people work up to the point

at which the marginal disutility of work, i.e. the amount of

satisfaction which they would lose by doing another hour's

work, is just equal to the marginal utility of the marginal

product of work, i.e. the additional satisfaction which is to

be obtained from the consumption of the extra product due

to doing one more hour's work. If the marginal disutility

of work is less than the marginal utility of the marginal

product of work, people would be better satisfied if they

worked more. By working an extra hour they would dim-

inish their satisfaction, through the loss of leisure and. the

unpleasantness of the extra work, by less than the addition

to their satisfaction from the extra product produced. It

follows that, if people are paid for their work a wage-rate

equal to the value of the marginal product of work, and if

they are left free to decide how much work they will do,

either directly or through trade-union or similar collective

action,^ there will be a tendency for the optimum amount

of tvork to be done per head of the population. In these

circumstances, the utility of the hourly wage-rate offered

will measure the marginal utility of the marginal product

of labour, and people should then be left free to decide

whether the marginal disutility of work was so small or so

great as to make it worth their while working more or less.

Workers will then bargain for those hours of work and for

those holidays at the current marginal product of work,

^ Different individuals have different desires for real income and for

leisure according (e.g.) to their tastes and the size of their dependent
family. For this reason it is often argued that collective action is useless

for the purpose of obtaining the best balance between work and leisure.

This IS, however, an exaggeration. Often for technical reasons every one
in a factory must work the same number of hours, so that every individual

cannot obtain the best balance between work and leisure. But collec-

tively the workers can bargain for a change in the number of hours worked
at a given hourly wage-rate to obtain that number of hours which repre-

sents the ‘centre of gravity* of the wishes of the different individuals. For
this reason collective action may have a useful function in achieving the

best balance between work and leisure.
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which represent the best balance between work and leisure.

The wife will go out to work only if the utility of the addi-

tional product due to her work is greater than the disutility

of the work. The worker will retire when the utility of the

additional product due to his staying in work is less than the

disutility of his work.

The only important modification of this method of securing

the optimum amount of work per head is in the age at which
persons start work. As we have argued in Part III, Chapter

II, pp. 215-17, the investment of a certain sum of money in

a longer education—^which sum must include the actual

cost of the education plus the amount which the child might
have earned during the years of education—may considerably

increase the earning power of the child and may represent

a capital investment which from the purely economic point

of view has a high yield. But either because parents under-

estimate the actual increase in earning powder which educa-

tion can bring, or because from sheer impatience they wish

to launch the child at once into an occupation in which he
can earn, or because poor parents are unable to provide

sufficient security to borrow money for education at the

current rate of interest, much desirable expenditure on educa-

tion and the consequent rise in the age at which work begins

may not take place, unless the state interferes. Further, if

there is no state interference, it is the parents who must
make the investment in education and the sacrifice which
it involves, while it is in the main the children who will gain

through the increased ability to earn. For any or all of these

reasons children may be set to work earlier than is desirable

even from the strictly economic point of view.

The principle that the wage-rate should be made equal to

the value of labour’s marginal product, in order to achieve

the best balance between work and leisure, is one of the

reasons for some of the decisions which we have already

reached in the previous Parts of this book. Here it is neces-

sary only to enumerate these points briefly.

(i) There should be no income-tax, and in particular no
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progressive income-tax, on earned incomes (cf. Part III,

Chapter IV) and no taxes levied per unit of labour employed,

as, for example, in the case of contributions for health in-

surance (cf. Part I, Chapter IX).

(ii) There should be no subsidization of employment in

competitive industries, in an attempt to increase employ-

ment without a reduction in the real wage-rate (cf. Part I,

Chapter IX).

(iii) There should be no legal restriction of hours of work
and no compulsorj" retirement from industry at a given age

in order to reduce unemployment (cf. Part I, Chapter IX).

(iv) In Part II we have shown that in monopolistic condi-

tions, labour, being one of the hired factors of production,

will be offered a reward lower than the value of its marginal

product. This involves two evils: (a) the maldistribution of

labour among different occupations, and (b) the disturbance

of the proper balance between work and leisure. To cure

the former evil it is only necessary to ensure that the value

of the marginal product of labour is the same in every occu-

pation, but to cure the second it is necessary to ensure that

the wage paid to labour is equal to the value of its marginal

product in every occupation. For this reason it is preferable

to remove the wastes of competition by measures which
make the reward of labour equal to the value of its marginal

product—e.g. by fixing maximum commodity prices and
minimum wage-rates or by the socialization of monopolistic

industries—rather than by measures which only ensure that

the value of the marginal product of labour is the same in

every industry—e.g. by a system of taxes and subsidies on
employment in di&rent occupations (cf. Part II, Chapter
VII).

(v) The payment of state allowances to equalize earned
incomes or the raising of the wage-rate paid in socialized

industries above the marginal product of labour will upset
the proper balance between work and leisure (cf. Part III,

Chapter V).

We must now turn to changes in the total supply of labour
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due to variations in. the size of the population. We have here

to answer the following questions: What do we mean by an

optimum population ? Is there any reason to believe that the

population automatically tends to grow to this optimum
size ? If not, how can we judge whether the population is

too large or too small ? Finally, how can we control the size

of the population and cause it to tend to the optimum size ?

We may mean by an optimum population either that

population which will produce the greatest total amount
of satisfaction, or that population which will produce the

greatest satisfaction per head. Suppose that real income
per head would be high if there were only a small popula-

tion, and would be lower, but not very much lower, if

there were a considerable increase in the population. In such

circumstances satisfaction per head would be greatest with

a small population, whereas with a larger population the

total amount of satisfaction would be greater, since there

would be a much larger number of persons each enjoying a

slightly lower amount of satisfaction. We have therefore to

determine whether—^from the purely economic point of view^—^we desire that number of persons which will raise the

individual standard of living as high as possible, or that

number which will ensure the greatest aggregate sum of

human satisfaction. In my opinion the proper definition of

the optimum population is that w^hich maximizes satisfaction

per head, which is, of course, the same as the population

which provides the greatest real income of commodities and
services per head. In what follows the optimum population

will be defined in this sense, and it is left to any reader who
chooses the alternative definition to modify the argument
appropriately.

If the growth of population is not consciously controlled,

it will be an accident if the population happens to be of the

^ Other considerations may be important besides economic satisfaction.

For example, an increase in the number of human souls may itself be of

value. In the text we are concerned only with the maximization of econo-
mic welfare, and our conclusions may need modification if the maximiza-
tion of some other good requires a different policy.
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Optimum size, as we have defined that term. The motives

which cause people to have larger or smaller families are

obscure and are not primarily economic, so that there is

little probability that people will adjust the size of
^

their

families in such a way that the population is of the optimum

size. If—as was at one time held to be true—workers always

increased the size of their families so long as their income was

above the subsistence level, the population would always grow

beyond the optimum. If, as is probably nearer the truth,

people restrict the size of their families with the object of

ensuring that their children will be in a position to enjoy a

higher standard than they enjoyed, there is still no reason to

believe that the population will automatically approach the

optimum. If the population is below the optimum, the

standard of living can be raised only by an increase of

population; but people may still restrict the size of their

families in an attempt to obtain a better start in life for each

child.

How then can we judge whether the population is greater

or less than the optimum size? In this chapter we shall

assume that there is a certain stock of natural resources and

of capital to be used by the working population; and we
shall inquire how we can decide whether real income per

head would be increased by an increase or by a diminution

in the numbers of the working population, without any

change in the amount of capital with which it is to co-operate.

If in these circumstances the population were very small,

real income per head could be increased by a growth in the

population. After a certain increase, real income per head

would reach a maximum, and any further growth in the

population would cause it to fall.

There are two opposing forces at work. If the population

is very small there will be little opportunity for the specializa-

tion of work among different workers, i.e. for ‘the division

of labour’. If there were only one man in the community,

he might have to spend one third of his time making bread,

one third of his time making clothes, and one third of his
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time building and repairing his house. If, however, there

were three persons, one of whom spent all his time making
bread, one making clothes, and one building houses, the

community's supply of bread, clothes, and houses would be

more than three times as great. For each man, by concentra-

ting on one job, would save time, would obtain a greater

skill, and would choose that job for which he was naturally

most suited. In the production of each commodity there are

a large number of slightly different processes and jobs, and
there are also a large number of different commodities to

be produced. In order, therefore, that there may be the fullest

division of labour, the population must grow to a consider-

able size.

There is a further reason why, up to a point, a growth in

the population to be employed with a given amount of land

and capital will cause real income per head to increase. In

Part II it w^as pointed out that in every industry the capital

equipment must for technical reasons be of a certain mini-

mum size, howwer small an output is produced, so that

the output could be increased up to a point without a
proportionate increase in equipment. To print one copy of

a book or newspaper requires a minimum capital equipment
of type and machinery, or to produce a few motor-cars

requires a minimum capital equipment. To run two instead

of one train a day requires no larger equipment of tunnels,

stations, embankments, lines, &c. If, therefore, the popula-

tion is very small, an increase would raise real income per

head; for the increased population could be set to w^ork to

use the capital more fully, and there would be little or no

increase in the work necessary to maintain and repair the

existing stock of capital. If there is not a full utilization of

capital equipment, which for technical reasons can only be

fully utilized if there is a fairly large total demand for the

products of industry, a growth in the population, by causing

an increase in the total aggregate demand for commodities,

will cause the capital to be more fully utilized and will so

lower real costs of production per unit of output; and this
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means that the growth of population will cause a rise in

real income per head.

But there is a second and opposing tendency at work.

Before the population has benefited fully from the division

and specialization of labour and from the full utilization of

the capital equipment, a further growth in the population will

cause a fall in real income per head. For if there is a given

amount of natural resources and a given stock of capital

equipment, a growth in the population must mean that each

worker is equipped with less capital and natural resources,

and this in itself will tend to cause output per head to fall.

As the population grows, a point will be reached when the

fact that each labourer would have a smaller equipment of

natural resources and of capital outweighs the advantages to

be gained from the greater specialization of labour and the

fuller use of certain types of capital equipment. The larger

the population, the less important will the advantages of

large-scale production become, and the more important will

be the fact that there is little capital and land to use with

each worker, so that at some point output per head would be

reduced by a further growth of numbers.

If it is agreed that, with a given equipment of land and

capital, real output per head will grow up to a maximum
point and then fall as the population increases, we can

discover a method of determining whether the population

is less or greater than the optimum. This point can be
explained by means of the arithmetical illustration given in

Table IX.

In this Table the figures in column A represent the total

population, the figures in column B show the output of

commodities per head of population, the figures in column C
show the total output for each population and are obtained

by multiplying the figure in column A by the correspond-

ing figure in column B. The figures in column .D show
the marginal product of labour, or the amount by which
the total output in column C is increased by increasing the

population by one unit; these figures are obtained by sub-
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tracting from the corresponding figure in column C the

previous figure in column C, When the population grows
from 8 to 9, the total output increases from 768 to 891 and
the difference between these figures—namely 123—is shown
in column D as the marginal product of the 9th worker. The
figures in this Table have been chosen so that output per

head rises as the population increases up to 10 or ii and

Table IX
The Optimum Population

A

Population

B
Output
per head

C
Total
output

D
! Marginal

product

5 75 375
6 84 504 129

7 91 637 133
8

1

96 768 131

9 99
1

891 123
10 100 I ,000 1 109
II 100 1,100

1

100
12 99 1 1,188 88

13 96
j

1,248 1 60

,

91
i
1

L274 26

then falls, so that the optimum population is 10 or ii. It is

to be observed that so long as the marginal product of labour

is greater than the existing output per head, an increase in

the population would raise the output per head. Suppose that

the population is 7 and the existing output per head is there-

fore 91. Table IX shows that the marginal product of an

extra or 8th man is 13 1, which is greater than the existing

output per head, so that to have an 8th worker would raise

output per head from 91 to 96. This is a natural and neces-

sary fact. If an increase in population by one unit would
increase the total output by more than the existing output

per head, then an increase in the population will raise output

per head, just as a cricketer will raise his batting average, if

he goes in for one more innings and makes a score greater

than his existing batting average (cf. p. 106 above). From
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Table IX it can also be seen that as soon as the marginal

product of labour has fallen below the existing output per

head, an increase in the population would cause output per

head to fall; for if the employment of one more man adds

less to the total output than the existing output per head,

output per head must be reduced by his employment.

We now' have a method of judging whether with a given

amount of land and capital the population is greater or

less than the optimum. If the marginal prnduclxif

l^ss than the average output per. head^ the..pQpul^

thf^n the and a fall in the population would

raise output per head. If the marginal product of labour is

greater than the average output per head, the population is

below the optimum and an increase in the population would

raise output per head. The test, therefore, is simply this if

thepaymm^ l^bou^au^
oflajDOur^ would not absorb as^i^^ tQtal putpuii)£jthe

communi^^because output per head is greater .th^n^thfi

marginal product of labour,, the population is greater than

the optimum. If, however, output per head is less than the

marginal product of labour so that there would not be a suffi-

cient output to pay labour a wage-rate as great as its marginal

product, the population is too small.

This principle does not imply that there is too great a

population, if in a laisser-faire economy the whole of the

product does not go to labour. If the population is of the

optimum size, a small increase in the population will cause

no rise or fall in output per head; for until this point is

reached, an increase in population would cause a rise in out-

put per head, and after this point an increase in population

would cause a fall in output per head, so that at this point an

increase in population would cause no change in output per

head. In other words, at the optimum population a i per

cent, increase in the supply of labour would cause a i per cent,

increase in the total output. In this case a i per cent, increase

in the supply of capital and land as well as of labour would
cause output to increase by more than i per cent,, since a
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I per cent, increase in labour alone is sufficient to cause a

I per cent, increase in total output. In other words, in these

circumstances there must still be some economies to be

derived simply from producing on a larger scale
;
for in the

.absence of any such economies a i per cent, increase in

every" factor of production would cause total output to rise

by no more than i per cent. But there can be economies of

large-scale production only if there are still economies to be
derived from the further division and specialization of labour,

or from the further utilization of certain forms of capital

equipment. If this is so, there are bound to be monopolistic

conditions. For these economies can exist only if the total

demand for a product is not sufficient to allow the fullest

utilization of one single form of capital equipment, such as a

railway line, or if the total demand for a product is not

sufficient to allow the fullest division of labour among different

tasks, even if there is only one single worker undertaking each

specialized task. In these circumstances there cannot be
perfect competition; there must in some industries be only

one, or at the most a few, independent units of capital equip-

ment, or independent firms in which labour is specialized

on different tasks. But aswe have seen in Part II, Chapters IV
and V, in a laisser-faire economy labour will be paid less

than the value of its marginal product if monopolistic condi-

tions exist. It follows that in a laisser-faire economy labour

will not receive the whole product, if the population is of the

optimum size, because at this point it would receive less than

its marginal product.

If, however, all monopolistic industries are socially con-

trolled and managed on the principles suggested above in

Part II, Chapter VIII, pp. 190-5, and an attempt is made
everywhere to pay labour a wage equal to the value of its

marginal product, it is possible immediately to say that the

population is at the optimum if this absorbs the whole

product; that it is greater than the optimum if this absorbs

less than the whole product; and that it is less than the

optimum if such payment of labour is impossible because
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it would absorb more than the whole product of industry.

This does not mean that if the population is at the optimum
the wage paid in each separate industrj' should just absorb

the total product of that industry. For in some industries,

in which the economies of large-scale production are not im-

portant, the marginal product of labour may be less than the

output per head and these industries will pay to labour less

than the total output of the industry. But in others in which

the economies of large-scale production are very important,

the marginal product of labour may still be considerably in

excess of output per head, and these industries will be

operated by the public bodies controlling them in such a

way that their wage-bill is greater than their total receipts.

Their losses must therefore be financed by the profits earned

in the first class of industry, in which labour’s wage does not

absorb the whole of the product. If the population is at the

optimum, the payment to labour throughout the whole of

industry of wages equal to the value of its marginal product

will just absorb the whole income of the community. It

follows that if the population is near the optimum and if

labour is paid a wage equal to the value of its marginal

product in all industries, it will be necessary for the state to

own all property, since the income derived from property in

industries which still make profits will be required by the

state to subsidize those industries in which losses are made.
In these circumstances the state must revert to taxation

to raise funds for its ordinary expenditure or to provide

funds for savings
;
for there will be no net income from state-

owned property to be used for these purposes. Death duties

will be impossible, since no significant amount of property

will remain in private ownership. Commodity taxes are

open to the objection that they divert factors of production

to the wrong occupations (cF p. 235). A progressive or

proportionate income-tax will upset the best balance between
work and leisure (cl p* 241). We are faced with a dilemma.
If the population is at the optimum, and labour is paid
a reward equal to its marginal product, the whole of the
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national income will go to labour. Wage income will there-

fore be the only source of income to tax to raise money for

ordinary expenditure or to build up the community's stock

of capital. But, as we have seen, a tax on earned income
will disturb the proper balance between work and leisure.

This difficulty might be overcome by the imposition of a

poll-tax, i.e. a tax which levies the same fixed sum from
every individual whatever his income may be. The state

could then raise revenue without disturbing the proper

balance between work and leisure. For if ever\' one had to

pay a fixed sum of £100 in taxation, and at the same time

received a wage-rate equal to the value of his marginal

product, it would still be true that by working one more hour
a man would add to his income the marginal product of that

hour's work; for the amount of a poll-tax does not increase

because the man increases his income by working more. The
disadvantage of a poll-tax is that it makes no allowance for

inequalities of income. But in the circumstances which we
are examining, a poll-tax will not be as unjust as appears at

first sight. For the whole national income will go to labour,

so that there will be no inequalities of income from property.

If in addition capital is invested in education on the principles

discussed in Part III, Chapter II, pp. 2i4“i8, only inequali-

ties of earnings due to differences in natural ability will

remain. But there is a fundamental dilemma here,^ and the

state would have to compromise between the extremes of a

poll-tax which will not disturb the proper balance between

work and leisure and a progressive income tax, which is

most desirable from the point of view of the distribution of

income.
^ While it is possible in this way to judge whether the

population is too great or too small, any discussion is academic

unless it is possible to decrease the population if it is too

^ This difficulty will not be removed until the biologist can tell us how
to. control men’s natural abilities, so that those men whose .marginal

product has a high value can be forthcoming in greater numbers and those

whose marginal product has a low value can be diminished in number,
until the value of each man’s marginal product is the same.
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large and to increase it if it is too small. Direct state control

of the numbers of the population is not only difficult, but to

many will appear repugnant for reasons that are not econo-

mic. Yet if this test of the optimum size of the population

were recognized, there would, at least, be a scientific basis for

informing individuals whether the general standard of living

would be raised by an increase or by a decrease in the size

of the family. The state might go farther, and encourage

large families by taxing the unmarried to pay substantial

allowances for each child in the family, or might encourage

small families by limiting any such allowances to the first

and second children. But there may be a direct conflict

between the best distribution of the national income and the

prosecution of a policy designed to promote an optimum
population. For example, in order to reduce the numbers of

a population wffiich was above the optimum, it might be

desirable to tax large families to pay allowances to the child-

less, although such action would distribute the national

income in an uneconomic fashion. Here again the state would

have to choose that compromise between the two policies,

which will in its opinion promote welfare most after con-

sidering both effects of the policy adopted.

There is one final point which will be important for our

argument in the next chapter. The fact that, if the popula-

tion is of the optimum size and labour is paid a wage equal

to its marginal product, there will be no income left over to

go in interest on capital or rent of land, does not mean that

that the marginal products of capital and land are zerd* The
population is of the optimum size when the economies of

large-scale production are just offset by the fact that, with a

given amount of labour and capital, an increase in the popula-

tion would cause each unit of labour to be equipped with less

land and capital. But if this is so, it must still be of impor-
tance to have a greater supply of land and capital—or of one
of them at least—so that an increase in their supply would
cause some increase in the total output.
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THE OPTLAIUM SUPPLY OF CAPITAL

I
X this chapter we shall discuss what determines the opti-

mum size of the stock of capital, on the assumption that

there is a given supply of labour. To do this we must show,
first, how the amount of capital may be varied without any
variation in the amount of land or labour, and, secondly, how
the marginal product of capital may be measured. Suppose
that there are 3 units of land and 300 units of labour to be
employed. If this land and labour were all used directly to

produce wheat, there would be no capital in existence and
the output of wheat would be small. Suppose, however, that

I unit of land and 100 units of labour were used to produce
ploughs and the remaining 2 units of land and 200 units of

of labour were employed with the ploughs to produce wheat.

There would now be a constant capital stock of ploughs in

existence and the i unit of land and 100 units of labour would
be employed in constructing just sufficient ploughs to replace

the existing stock of ploughs as they wore out. The output

of wheat would almost certainly be greater if the 3 units of

land and 300 units of labour were employed in this way than

if they were all employed directly to produce wheat without

any stock of ploughs. If now 2 units of land and 200 units

of labour were set aside to produce agricultural machinery
and only i unit of land and 100 units of labour were left to

produce wheat directly with this machinery, there would be
the same amount of land and labour used directly or indirectly

to produce wheat, but there would be a larger capital stock

of machinery to be employed with this labour and land. The
output of wheat might be further increased by adding to the

capital stock in this way, although a point will be reached at

which the use of more labour and land to maintain a larger

stock of capital equipment will leave so little labour and land

to use that equipment that the final output would be reduced.

By setting a larger proportion of a given supply of labour

4284 X
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and land to produce machiner}" and other capital goods a

larger stock of capital can be maintained, and up to a point

this increase in the stock of capital goods will increase the

total output of the community. In these circumstances, <2^

soon as the capital stock has been increased, a larger output

of finished goods will be produced by the given amount of

labour and land, but while the stock of capital goods is being

built up, the output of consumption goods will be smaller than

before. Only by going without consumption goods, which

could otherwise have been produced, can a greater stock of

capital goods be produced, in order that the output of con-

sumption goods may be permanently increased in the future.^

Thus if I unit of land and loo units of labour are used to

maintain a stock of ploughs by means of which 2 units of

land and 200 units of labour produce wheat, the output of

wheat will be permanently greater than the output which

would be produced, if all the 3 units of land and the 300 units

of labour were permanently employed to produce wheat

directly. But in order to move from the second position to

the first, the consumption of wheat must be temporarily

reduced. For when i unit of land and 100 units of labour

are set to produce the first ploughs, the remaining 2 units of

land and 200 units of labour must produce wheat directly

without the aid of ploughs, until the first ploughs have been

constructed. During the time in which the stock of capital

is being built up, consumption of finished goods must be

cut down to allow some of the factors of production to pro-

duce the additional capital goods.

We can now show how the marginal product of capital

goods should be measured. Let us suppose that one more

plough is to be added to the stock. If the same amount of

labour and land were to be used directly with one more

plough in the production of wheat this would add something

—let us say 20 units of wheat—to the annual output of wheat.

* We are, of course, assuming throughout this Part that full employ-
ment of the available resources has been achieved by the policies suggested

in Part 1.
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We may call this the gross marginal product of a plough. But
as one more plough has been added to the stock of ploughs,

more labour and land will have to be used to produce ploughs

to maintain this greater stock. Let us suppose that i more
unit of land and 2 more units of labour must in future be
regularly employed in the production of ploughs for this

purpose. The net addition to the output of wheat will there-

fore be 20 units minus a reduction in output due to the fact

that I less unit of land and 2 less units of labour are

available to produce w^heat directly with the increased stock

of ploughs. This reduction in the output of wheat is equal

to the marginal product of a unit of land used directly in

producing it, since i less unit of land can be used for this

purpose, plus twice the marginal product of labour used in

the direct production of wheat, since 2 units of labour have

had to move from its direct production. If the marginal

product of land used directly for the production of wheat is

5 units of wheat a year and the marginal product of labour

used in this way is also 5 units of wheat a year, then the net

or true marginal product of a plough is 5 units of wheat a

year. Its use would add 20 units to the annual output if it

were used with the same amount of land and labour, but

its maintenance requires the withdrawal of a certain amount
of labour and land from the direct production of wheat and

so a consequent reduction in the annual output of wheat by

15 units. The value of the net marginal product of a plough

can be easily calculated, if labour and land in all industries

are paid rewards equal to the value of their marginal products.

If the farmer who intends to add one plough to his stock

decides how much he would add to his output of wheat by

using one more plough with the same amount of labour and

land, and multiplies this by the current price of wheat, he

will thereby calculate the value of the gross marginal product

of the plough. If he subtracts from this sum the amount
which he must set aside for the repair and maintenance of

the extra plough, then—on the assumption that the factors

of production are paid rewards equal to the value of their
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marginal products—the result will give the value of the net

marginal product of the plough. He will have subtracted

from the value of the gross marginal product of the plough

an amount equal to the value of the productivity in wheat

production of the extra factors required to maintain an

additional plough in the capital stock. If, therefore, all

products are sold at prices corresponding to their marginal

costs, so that the cost of maintaining an extra plough repre-

sents the value of the product which the factors so employed

might have produced in any other occupation, the marginal

product of a capital instrument may be measured by the

value of its gross marginal product minus the cost of its

upkeep and maintenance.

The marginal product of capital may best be measured

as a percentage rate of profit in order that the value of the

marginal products of different forms of capital instruments

may be compared. Suppose that there are two forms of

capital instrument—a mechanical plough and a mechanical

reaper—both costing ^loo. If all commodities are sold at

prices corresponding to their marginal costs, this means that

it costs the community the same amount of factors to produce

another plough as it does to produce another reaper. If the

marginal product of the mechanical plough is a year,

reckoned by subtracting from its gross marginal product the

annual cost of its upkeep, while the marginal product of the

mechanical reaper is ^3 a year, reckoned in the same way,
the community would be better off if it used its factors to

produce another plough costing £100 rather than to produce
another reaper costing the same amount. Since the invest-

ment of 3^100 in a plough adds a net annual amount to the

community’s output valued at ^£5, we may say that the

marginal product of capital invested in a plough is 5 per cent,

per annum; and similarly the marginal product of capital

invested in a reaper is only 3 per cent, per annum. It is to

the community’s interest that capital should be invested in

those occupations in which the marginal product of capital

reckoned in this manner is highest.
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From this discussion of the nature of capital we may
concludes that the communit}^ should continue to add to its

capital equipment, until the capital stock is so large that its

net marginal product has fallen to zero. If, for example, the

marginal product of capital is still 5 per cent., this means
that by spending ;^ioo on the construction of an additional

capital Sistrument—i.e. by one single sacriiice of consumption
goods valued at £100 enabling the factors of production to

be rel erased to produce the capital instrument—the com-
munity csan addfor ever a net amount to its annual real output

valued al £5. At the end of 20 years the community will

have received an additional income equal in value to the

sacrifice of consumption goods necessary for the investment,

but th*e; increase in annual income wdll last for ever, since we
have aDcwed for the cost of permanent upkeep of the capital

before r&ckoning its net marginal product.

Graated then that the stock of capital goods should be
increased by saving until the marginal product of capital is

zero, WQ have still to decide how much should be saved this

year acid how much of the necessary savings should be
postpQSLfcd until later years. When so much capital has been

accumulated that no further addition can be made to real

income: by the further accumulation of capital, the real

income; H^f the community will be of its maximum size and the

real sa1 isfaction of economic needs will be as great as possible.

We wiE call this condition the state of Bliss, which we are

striving to reach through the accumulation of capital. Once
the state of Bliss is reached it will continue for ever without

the need for any further saving out of income. The only

reason for saving more now is that the state of Bliss may be

reached more quickly. The cost of saving more now is the

loss of ])iresent satisfaction due to the fact that less can be

consuitied now. The gain from saving more now is that Bliss

will be reached more quickly, so that men will have less years

in the future in which their real satisfaction falls below the

maximum obtainable in the state of Bliss. If people are

rational, they will give up a present enjoyment if it enables
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them to obtain a greater enjojrment in the future
;
and thus

more shoiddho, saved so long as the present loss of satisfaction

due to saving more is less than the future gain in satisfaction

due to reaching Bliss sooner.

Suppose that the community is now saving 199 units of

income a year. Let us consider whether the community ought
to raise its present rate of saving by i unit to 200 units a year.

If the community saves 200 units of income in a year, it will

have saved 199 units of income in 199/200 of a year. Thus,
by saving 200 instead of 199 units of income this year, the

community will at the end of 199/200 of a year reach the

position which it would otherwise have reached at the end
of a whole year, so that it will reach Bliss and every stage on
the way to Bliss 1/200 of a year sooner. The community
wall as before have to pass through every stage on the way
to Bliss, but it will pass through each stage i /200 of a year
sooner; and this means that it will have i /200 of a year more
in the state of Bliss, and will have i [200 of a year less at its

present level of consumption. The gain from saving a 200th
unit of income this year is therefore the excess of i /200 of a

year’s satisfaction in the state of Bliss over i /200 of a year’s

satisfaction in the present state.

But this advantage can be gained only by giving up one
unit of consumption this year in order to save the 200th unit
of income. The loss due to refraining from spending on
consumption this additional unit of income is the marginal
utility of this year’s income, since the marginal utility of
income measures the importance of having one more or one
less unit of income to spend on consumption. Now the
community should save more so long as the loss is less than
the gain, i.e. so long as the marginal utility of this year’s
income is less than the excess of i /200 of a year’s satisfaction
in the state of Bliss over i /200 of a year’s satisfaction at

present standards. In other words, more should be saved now
if 200 times the marginal utility of a unit of present income is

less than the excess of one year’s satisfaction in the state of
Bliss over one year’s satisfaction at present standards. But
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200 measures the number of units of present income which
are saved this year, so that we reach this conclusion: more
should be saved now until the number of units of present

income which are saved in a year, multiplied by the marginal

utility of a unit of present income, is equal to the excess of

one year’s satisfaction in the state of Bliss over one year’s

satisfaction at present standards.

There are two reasons for believing that individuals, if

left to themselves, will not save this ‘optimum’ amount of

their incomes. In the first place, individuals will not always

give up a present satisfaction simply because a greater satis-

faction can thereby be obtained in the future. They are

impatient—if for no other reason—because they are mortal,

and do not consider the needs of their descendants as impor-

tant as their own. On the other hand, the state does not die,

and can consciously attempt to save more so long as the

future gain is greater than the present loss.

There is a second and more important reason why indivi-

duals may not save the optimum amount. As we have seen

in the last chapter, if the population is near the optimum,
the whole of the national income will be required to pay

labour a reward equal to its marginal product. For this

purpose it will be necessary for the state to own most of the

community’s capital and land in order to subsidize the pay-

ment of wages in those monopolistic industries in which
the payment of wages absorbs more than the total output

from those competitive or less monopolistic industries in

which the payment of wages absorbs less than the total output.

In such circumstances, even if new saving could be left to

the initiative of individuals, no interest could be offered on

capital, so that the incentive to save would be very largely

removed. And yet it may be proper for the state to save in

these circumstances, since as we saw at the end of the last

chapter the marginal product of capital may still be positive,

even though the payment of a reward to labour as great as its

marginal product absorbs the whole national income. In

these circumstances the state would have to raise the funds
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for its saving by means of taxation, and this point was dis-

cussed in the last chapter (pp. 270, 271).

Although no income will remain over to pay as rent or

interest if the population is near the optimum and labour
is paid a reward equal to its marginal product, it is important
not to neglect the marginal products of land and capital.

First, in order that the available amount of land and capital

should be used in those occupations in which they are most
useful, those in control of the socialized industries must
estimate their marginal products. The state must allot the

available amount of land and capital between different indus-

tries by comparing the estimates of their marginal products
in different socialized industries and the rate of interest and
rent which is offered for their use in any competitive occupa-
tions remaining in private control. Secondly, the state must
know whether the marginal product of capital is positive, in

order to know whether more capital should be accumulated.
We have provided a theoretical principle by which it can

be determined at what rate the community should save on
the assumption that there is a constant supply of land and
labour. But in practice this rule will be almost impossible
to apply

;
for to apply it the state would have to estimate

—

(i) the extent to which the incomes of individuals would
be increased if capital were accumulated to such an
extent that its marginal product was zero

;

(ii) the difference between the total satisfaction which
could be obtained from such an income and the total

satisfaction obtained at the current standard of living

;

and,

(iii) the present marginal utility of income.
Such estimates would be extremely uncertain, so that we
may conclude that the community should save something
as long as the marginal product of capital is positive, but that
the state must decide in a rather arbitrary manner how much
income should be saved each year.



IV

SIAIULTANEOUS VARIATIONS IN THE SUPPLY
OF LABOUR AND CAPITAL

I
N Chapter II of this Part we examined how the supply of

labour should be varied on the assumption of a given stock

of capital ;
and in Chapter III we examined how the stock of

capital should be varied on the assumption of a given supply

of labour. In this chapter we must see whether the conclu-

sions of those two chapters need modification, if both labour

and capital are varied at the same time.

In Chapter III we defined the optimum supply of capital

as that amount of capital which would be sufficient to reduce

the marginal product of capital to zero, so that no permanent
increase in income could be obtained by a further accumula-

tion of capital. Variations in the total supply of labour will,

however, alter the size of this optimum stock of capital. For
if the population is small, it will require a relatively small

stock of capital to satisfy all the possible ways in which capital

can be used in co-operation with labour to increase the output

of commodities; whereas if the population is large, it will

require a larger amount of capital before all the possible

productive uses of capital have been used up.

In a similar way the optimum size of the population may
alter if there is an alteration in the total stock of capital.

In Chapter II it was argued that the optimum size of the

population depended upon the importance of economies of

large-scale production. For the greater the advantages to

be obtained simply from producing on a large scale, the more
important is it to have a large population in order to maxi-

mize output per head. It is probable—^though not certain

—

that an increase in the total stock of capital makes economies

of large-scale production more important. It is probably

less important to be able to produce on a large scale in a

community in which hand work is important, because the

absence of a large amount of capital necessitates working
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with a small amount of machinery per head. If this is so,

an increase in the supply of capital will itself cause the

optimum size of the population to increase.

For these reasons the conclusions of the last two chapters

need modification. Suppose that at the moment the popula-

tion is greater than the optimum, i.e. that the marginal

product of labour is less than the output per head, and that

the stock of capital is below the optimum, i.e. that the mar-

ginal product of capital is still positive. According to the

conclusions of the last two chapters the population should be

diminished and the stock of capital increased. But one of

these two things may in fact be unnecessary. For if the popu-

lation is diminished, this, as w^e have just seen, will diminish

the optimum size of the capital stock
;
and it is possible that

when the population has been diminished, the existing stock

of capital will become so great relatively to the reduced

amount of labour that its marginal product is reduced to

zero, so that no addition to the capital stock is required. On
the other hand, if the stock of capital were increased by saving

because at the moment its marginal product is positive, this

might, as we have seen, increase the optimum size of the

population; and it is possible that the existing population,

which at the moment is above the optimum, will itself become

the optimum, when the capital stock has been increased

sufficiently to reduce its marginal product to zero.

If the population could be varied in amount instantane-

ously, the conclusions of the last two chapters would be

correct without modification. In this case the population

should be adjusted at every moment of time to the existing

stock of capital, in such a way that the population was of

the optimum size relative to that stock of capital, i.e. so that

the marginal product of labour was at every point of time

equal to the output per head of population
;
and the capital

stock should be increased so long as the marginal product

of capital was positive. But even if there were the fullest

possible state control over the growth of the population, the

working population could not be instantaneously adjusted so
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as to be of the optimum size with every different stock of

capital goods. The birth-rate cannot be immediately raised

or lowered without limit, and the working population is not

affected by a change in the birth-rate until the new infants

become of working age. It would clearly be absurd, for

example, to start a decline in the population now simply
because the population was above the present optimum, if

the growth in the stock of capital would within ten years

cause the present population to be of the optimum size.

There is a certain size of the population and a certain size

of the capital stock which together would cause the popula-

tion and the capital stock to be simultaneously of the opti-

mum sizes, so that, at the same time, the marginal product of

labour equalled the output per head and also the marginal

product of capital was zero. We may call these the absolute

optima of population and capital; and these are the supplies of

labour and capital, which in the end are desirable in the com-
munity. Ifwe couldjudge the size ofthese two absolute optima,

we could say for certain that the population should be dimin-

ished if the existing population were greater than the absolute

optimum, and that the capital stock should be increased if

it were below the absolute optimum. If, moreover, we knew
how quickly the working population could be changed, it

should be possible, with a suitable modification of the argu-

ment of pp. 277-80 above, to determine not only in what
direction but also at what rate the supply of labour and the

supply of capital should be changed. But there is in fact no

way by which the size of the absolute optima of labour and

capital can be judged. By the means suggested in the last

two chapters we can say whether income per head could be

increased, either if the population diminished with the given

capital stock or if the capital stock increased with the given

population. We cannot possiblyjudge how great the popula-

tion ought to be if the capital stock were very much greater

than it is now, or how great the capital stock should be if the

population were much smaller than it is now.

As the best working rule for practice, we must adopt the
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conclusions of the last two chapters—namely, thatthe popula-
tion should be increased or diminished according as the
marginal product of labour is greater than or less than output
per head, and that the stock of capital goods should be
increased so long as the marginal product of capital is greater

than zero. For if this is done the absolute optima of popula-
tion and capital will eventually be reached, since the supplies

of labour and capital will continue to be adjusted until both
are simultaneously of the optimum size. The only disad-

vantage of such a policy is that it may not avoid the wastes
(e.g.) of increasing the stock of capital goods now beyond the
point which may in the future be necessary when the popula-
tion has diminished, or of diminishing the population now,
although some increase may be found to be necessary when
the stock of capital has been increased. The conclusions of
the last two chapters may, therefore, provide a working cri-

terion of the direction in which the population or the stock
of capital should be changed at any time; but the rates at

which the state—in as far as it can control them—should
cause the population and the stock of capital goods to change
must be determined arbitrarily.



PART V

INTERNATIONAL PROBLEMS

I

THE BALANCE OF PAYMENTS

I
N the four preceding Parts we have examined the four

fundamental economic questions which must be answ^ered

if the standard of living in any economic society is to be as

high as possible. But we have discussed these problems on
the assumption that the economic system, with whichwe have
been dealing, was a self-contained system with no economic
relations with other systems. In this Part we shall see how
the arguments of Parts I to IV are affected by making allow-

ance for economic contacts with other states.

All important economic contacts between one country and
other countries involve a money payment between the

nationals or the government of the one country and the

nationals or government of the other countries. Thus, if

goods are imported into England or if Englishmen lend to

foreigners, Englishmen must pay money to people in other

countries. We may, therefore, introduce a study of inter-

national economic problems by examining England’s Balance

of Payments, which is simply a statement of all the payments

which Englishmen have made to foreigners and which
foreigners have made to Englishmen over a certain period of

time. Table X gives a list of the reasons which may give rise

to payments between England and other countries. All the

items on the left-hand side of Table X represent payments

made by foreigners to Englishmen. Thus, if a foreigner buys

English goods or gold, uses English ships, comes to England

to spend money, makes a gift of money to an Englishman,

pays interest on money borrowed from an Englishman, pays

tribute to the English government, lends money to English-

men, or repays a debt to Englishmen, the foreigner must

make a money payment to an Englishman. Conversely, all the
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elements on the right-hand side of the account represent

payments made by Englishmen to foreigners.

If all the items in the Balance of Payments are properly

and completely recorded, the total of all the items on the

receipts side valued in pounds must be equal to the total of

Table X
The Items in England's Balance of Payments

English receipts

() Value of English commodity
exports.

() Value of English gold exports.

{c) Value of English services (ship-

ping, financial, &c.) sold to

foreigners.

{d) Expenditure in England by
foreign tourists.

(e) Gifts made by foreigners to

Englishmen.

(/) Interest received by English-

men on capital invested by
them in foreign countries,

(g) Interest, capital repayments,
tribute, reparations, indem-
nities received by the
English government from

-foreigners. -

{h) Amount borrowed by Eng-
lishmen from foreigners (i)

on long-term and (ii) on
short-term.

(f) Repayment by foreigners of
sums previously lent by
Englishmen.

English payments

{a) Value of English commodity
imports.

(b) Value of English gold imports,

(r) Value of foreign services (ship-

ping, financial, &c.) used by
Englishmen.

(d) Expenditure by English tour-

ists abroad.

(e) Gifts made by Englishmen to

foreigners.

(/) Interest paid by Englishmen
on capital invested by
foreigners in England.

(g)

Interest, capital repayments,
tribute, reparations, indem-
nities paid by the English
government to foreigners.

Qi) Amount lent by Englishmen
to foreigners (i) on long-
term and (ii) on short-term.

(f) Repayment by Englishmen of
sums previously borrowed
from foreigners.

all the items on the payments side valued in pounds; the

Balance of Payments must .balance. This is in reality an
obvious but none the less important fact. All the items „9n

the receipts side of the English Balance of Payments represent

the purchase of English money, i.e. of pounds, with foreign

money, i.e. with dollars, francs, marks, &c. For if a foreigner

possessing foreign money has to make a payment to an
Englishman, either the foreigner must purchase English
money in order to pay the Englishman, or the EngUst^n
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will purchase English money with the foreign money that is

paid to him. In either case a payment of money by (e.g.) an
American to an Englishman involves the purchase of pounds
with dollars. Similarly, a payment by an Englishman to an
American involves a purchase of dollars with pounds. But
every time a pound is bought with foreign money, some one
must be selling that pound to purchase foreign money. Every
time, therefore, that a pound is paid to an Englishman by a

foreigner, some Englishman must be selling a pound to make
a payment of that value to a foreigner, so that the sum of all

the receipts items must be equal to the sum of all the payments
items in the Balance of Payments over the same period of time.

At first sight it may seem astonishing that the Balance of

Payments should always balance. Why should the total

amount of pounds, which Englishmen wish to sell to foreign-

ers for foreign money, be always equal to the total amount
of pounds which foreigners wish to buy with foreign money
from Englishmen? In this chapter we shall take it for

granted that the Balance of Payments balances—as indeed it

clearly must do—and in the next two chapters we shall see

by what mechanisms this balance is maintained.

We must next distinguish between the Balance of Trade,

the Balance of Payments on Current Account, and the Balance

of Payments. A country’s Balance of Trade means properly

the value of a country’s commodity exports minus the value

of its commodity imports over a certain period of time (e.g.

a year). Its Balance of Trade is said to be positive or ‘favour-

able’, if the value of its exports is greater than the value of its

imports, and negative or ‘unfavourable’, if the value of its im-

ports exceeds the value of its exports. Thus, if in any year

England exportsgoods worth^500 millions and imports goods

worth £goo millions, England has an unfavourable or negative

Balance of Trade of £400 millions in the course of the year.

A country’s Balance of Trade need not balance. If, for ex-

ample, England is importing £400 millions more goods than

she is exporting but is receiving interest payments from

foreigners of ^£400 millions in the year, England’s Balance of
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Payments will balance, although she has a negative or un-

favourable Balance of Trade. By a country's Balance of Pay-

ments on Current Account is meant the value of all the

payments made to the country" for all current purposes such as

the purchase of that country’s goods, the payment of interest

to it, the use of its shipping services, &c.—i.e. all the receipts

items in Table X except items {h) and (/)—^minus all the pay-

ments made to the foreigners for current purposes, which

include all the payment items in Table X except items [h)

and (f). Thus, a country’s Balance of Payments on Current

Account measures the total amount which is available for

that country to lend abroad or to use to reduce its indebtedness

to foreigners, and is said to be favourable or positive if the

country in question is on balance lending money abroad or

reducing its existing indebtedness to foreigners, and is un-

favourable or negative if on balance it is borrowing from
abroad.

These distinctions can be made clear if we take a simple

example. It will be clear from Table X that all the items in

the Balance of Payments are not equally important. We will

suppose for illustration that between England and other

countries there are no pa5mients except for trade in commodi-
ties, for shipping and financial services, for interest payments,

and for lending or the repayment of past borrowing. Then
we can draw up a simplified Balance of Payments, as in

Table XI, in which we have given money values to the

different items for the purposes of illustration.

In Table XI the Balance of Payments balances at ;£i,o8o

millions. But England has exported goods to the value of only

^^500 millions and has imported £800 millions worth ofgoods,

so that England’s Balance of Trade is negative or unfavour-

able to the amount of £300 millions. Against this England
has received £480 millions for other current purposes (i.e.

£150 millions in payment for shipping and financial services

and £330 millions in interest from foreigners). On the other
hand, England has £80 millions to pay to foreigners for other
current purposes (i.e. £50 millions for the use of foreign
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services and £30 millions in interest to foreigners). In other

words, England has an unfavourable Balance of Trade of

3^300 millions but from other current payments has received

a net amount of £400 millions
; therefore, she has a favourable

Balance of Payments on Current Account of 100 millions,

which represents the net amount of money which England

Table XI
Illustration of Main Items in Balance of Payments

English receipts millions

1 . Commodity exports . 500
2. Shipping and finan-

cial services sold to

foreigners . -150

3 . Interest paid by foreign-

ers to Englishmen . 330
4. Amount borrowed from

abroad . . .40
5. Repaymentbyforeigners

ofsumspreviouslylent
to them ... 60

IlyO^O

English payments rmllions

6. Commodity imports . 8ao
7. Foreign shipping and

financial services

bought by English-
men ... 50

8. Interest paid by Eng-
lishmen to foreigners 3

o

9. Amount lent by Eng-
lishmen to foreigners 190

10.

Repayment by Eng-
lishmen of money
previously borrowed
from foreigners . 10

£1,080

has available to add to her foreign investments in the course

of the year. From items 9 and 10 in Table XI we see that she

has lent millions abroad and has repaid fio millions of

money which she has in the past borrowed from foreigners,

but from items 4 and 5 we see that she has borrowed ;£40

millions from foreigners and that foreigners have repaid 3^60

millions of past borrowings, so that the figure of ;£ 100 millions

(i.e. 190+10—40—60) represents the net amount of Eng-

land’s foreign lending in the year. To sum up, England’s

Balance of Payments balances at 3^1,080 millions, she has an

unfavourable Balance of Trade of £300 millions, but she has

a favourable Balance of Payments on Current Account of

3^100 millions, which represents the net amount which she

is enabled to lend abroad in the course of the year.

The figures of Table XI are represented in a simpler

4284 XJ
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manner in Table XIL If we compare items i and 6 of Table

XI, we see that England spent £800 millions on imports and

received £500 millions for her exports, so that her trade in

commodities left a net balance of payments to be made for

imported goods of £300 millions; and in Table XII this net

figure is shown in item 3. If next we compare items 2 and 7

Table XII

Alternatim Method of illustrating the Balance of Payments

£ £
English receipts millions

1

.

Net receipts from ship-

ping and financial ser-

vices . . . 100

2. Net receipts of interest

from abroad . . 300

£400

English payments millions

3. Net excess of imports
over exports, or un-
favourable Balance of
Trade . . * 300

4. Net amount lent abroad
in the course of the

year . . . 100

£400

of Table XI we see that England spent £30 millions on foreign

services but received £150 millions from foreigners for her

services, so that England had a net figure of £100 millions

to receive from foreigners for services. This net figure is

shown in item i of Table XII. Similarly, by comparing items

3 and 8 of Table XI we see thatEngland received a net balance

of interest from foreigners of £300 millions, which is ^hojvn

in item 2 of Table XII. And by comparing items 4 ana^5

with items 9 and 10 of Table XI we see that England lent

abroad a net amount of £100 millions, in the course of the

year, which is shown in item 4 of Table XIL Table XII
expresses the same facts as Table XI, but shows only the net

balance of receipts or payments under each head of com-
modity trade, services, interest, and lending.

In order to discuss in the next two chapters the mechanism
which ensures that a country’s Balance of Payments balances,

we must outline the factors which determine the size of the

different items in a country’s Balance of Payments. In
Table XII there are four different items to be discussed:



THE BALANCE OF PAYAIENTS 291

(a) the net value of the excess of a country's imports over

her exports

;

(b) the net value of a country’s receipts from shipping and
other ser\dces

;

(c) the net amount of interest payments received by a

country from foreign countries
;
and

(d) the net amount lent by one country to others.

(a) Let us first consider the factors determining the value

of England's exports. A fall in the price in pounds of English

exportable goods will in itself almost certainly increase the

total value of English exports. If the price of English

machines falls, foreigners will certainly buy more English

machines, both because they will want more machines when
their price falls, and also because they will buy English

machines instead of machines made in other countries in

which the price has not fallen. It is not quite certain, how^ever,

that the total value of English exports of machines will rise.

Suppose that England is exporting 100 machines at £100
each, and that the price of English machines then falls to ^80.
If in consequence England exports 150 instead of 100

machines, the value of her machine exports will rise from

3^10,000 (== iooX;£ioo) to 3^12,000 (== i5oX;^8o). But if

English exports rose only to 120 machines, then the value of

her machine exports would fall from 3^10,000 (== 100 X £100)
to 3^9,600 (= 120X3^80). But since the exports of any one

country will probably compete with similar goods produced

in many other countries, it is probable that when the price

of a single country’s exports falls there will be a relatively

large increase in the amount sold, because the lowered price

will enable them to compete better in many markets. For
this reason the total value of English exports is likely to rise

in consequence of a fall in the price of her exportable

goods. We may take this as the normal result of a fall in the

home price of any country’s exportable goods.

The price of English exports in foreign markets may, how-

ever, fall, not because the price of the English goods expressed

in pounds falls, but because the value of the pound itself
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depreciates in terms of other foreign currencies. When the

rate of exchange between the pound and the dollar is 3(^1 to

$5, an American must give $5 to purchase 3^1. If for one

reason or another the pound depreciates in value in terms of

dollars and is worth only $4! instead of $5 ,
then the American

will have to give only §4! instead of $5 to purchase £ 1
;
and

this means that the American will have to give only $450

instead of I500 in order to buy an English machine costing

£ioq, a depreciation in the value of the pound in terms of

the dollar itself lowers the price of English exports in terms of

American prices and will, therefore, if other conditions are

unchanged, cause the Americans to buy more English

machines. In these circumstances, since the price in

pounds of English machines has not changed, the value of

English exports measured in pounds will certainly be

increased.

A rise in the foreign price of foreign goods comparable to

English export goods will cause a rise in the value of English

exports. A rise in the price in dollars of American machines

will cause Americans to buy more English machines, if the

price of English machines has not risen and if the rate of

exchange between the pound and the dollar has not changed,

because it will become cheaper to buy in England rather than

in America.

A rise in money incomes in foreign countries will in itself

cause a rise in the value of English exports. If Americans

for one reason or another have larger dollar incomes to spend,

they will spend more on all commodities and will probably,

therefore, purchase more English goods as well as more
American goods.

Finally, the value of English exports depends upon the

tariffs, quotas, prohibitions, or other restrictions placed in

foreign countries on the import ofEnglish goods. A reduction

in tariffs, or a diminution in other legal restrictions, imposed
on the import of English goods into America will increase

the value of English exports, if other conditions do not alter

at the same time.
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The value of English imports is determined by the same
factors as the value of her exports, if we substitute ‘foreign'

for ‘English' and ‘English' for ‘foreign' throughout our

discussion of the factors determining the value of English

exports. Thus the value of English imports will be increased

(i) by a fall in the foreign price of foreign exportable goods,

(ii) by an appreciation in the value of English money in terms

of foreign money, since a rise in the amount of dollars ob-

tainable for a pound will cause a fall in the English price of

American goods, (iii) by a rise in the price of English goods,

(iv) by a rise in English money incomes, and (v) by a reduc-

tion of the legal restrictions placed on the import of goods
into England. We may therefore conclude that the value of

the excess of a country's imports over her exports will be
increased (i) by a rise in her prices compared with foreign

prices, (ii) by an appreciation in the value of her money in

terms of foreign money, (iii) by a rise in her money income
comparedwith foreign money incomes, and (iv) by a reduction

in her tariffs compared with foreign tariffs.

(b) A country's net receipts from shipping and othei

services will depend upon similar considerations. A fall in

the English price of such services (e.g. in the shipping

freights and charges made by English shipping firms), or a

rise in the foreign price of such services, will increase foreign

expenditure on English services, and diminish English

expenditure on foreign services. Both Englishmen and
foreigners will use the English services which have become
cheaper rather than similar foreign services which have

become dearer. A depreciation of the value of the pound in

terms of foreign money will increase the price in England of

foreign services, since more pounds have to be paid to obtain

a given amount of foreign money, and will decrease the price

of English services in foreign countries, since more pounds

can be obtained for a given amount of foreign money. A
depreciation of the value of the pound in terms of foreign

money will therefore increase the value of English services

sold abroad and will diminish English expenditure on foreign
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services. A fall in English incomes, which will diminish

English expenditure on all goods, will among other things

diminish the English demand for foreign services; and a rise

in foreign incomes, which will increase the foreign demand

for all goods and services, will increase the foreign demand for

English services among other things. The net value of a

country’s receipts from shipping and other services will

therefore be increased, (i) by a fall in her prices compared

with foreign prices for the services, (ii) by a depreciation in

the value of her currency in terms of foreign currencies, and

(iii) by a fall in her money incomes compared with foreign

money incomes.

(c) The net amount of interest payment received by a

country will depend upon the following conditions: (i) the

amount of capital which the country in question has lent

abroad in the past, (ii) whether this money has been lent at

fixed interest or whether the payment of interest on it

depends upon the profits earned by the concern in which the

money is invested, and (iii) whether any fixed interest which

is to be paid on past loans is fixed in terms of the money of

the country receiving interest or in terms of the money of

the country paying interest.

It is clear that the net amount of interest which a country

receives from abroad will depend mainly upon the amount
lent abroad in the past and the rate of interest at which it

was lent. But to some extent its receipts of interest from
abroad will depend upon present conditions at home and
in foreign countries.

If Englishmen have lent money to American industries or

to American municipalities at feed rates of interest, the

prosperity of American business will have no effect upon the

amount of interest received by English people on these loans,

except in so far as a depression in American business may
drive American industries or municipalities into bankruptcy.

But if the English people have invested the funds in American
business in ordinary shares or equities, then a rise inAmerican
money incomes, and therefore in the profits earned by
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American industry, will increase the amount of interest re-

ceived by Englishmen from America.

A depreciation of the value of the pound in terms of

foreign money will increase the amount of pounds received by
Englishmen in interest on past foreign investment, if these

past investments take the form of loans to foreigners yielding

interest or profit fixed in terms of foreign money. For if the

value of 5^1 depreciates from $5 to §4, the payment of §5 in

interest or profit to Englishmen will mean the receipt of

£i 5s. instead of £1, since $5 will purchase £i 5s. at a rate

of exchange of $4 to But if Englishmen have lent money
to foreigners at interest fixed in terms of pounds, a change

in the value of the pound in terms of foreign money will have

no effect upon the amount ofpounds received by Englishmen.
To sum up, the net amount of interest received by a

country will depend in the main upon the amount which it

has lent abroad or borrowed from abroad in the past, and the

rates of interest at which it has borrowed or lent. But a rise

in money profits at home may increase a country’s payment
of profit to foreigners and so may reduce its net receipt

of interest from abroad. A rise in foreign money profits will

increase its net receipt of interest from abroad, in so far as the

country in question has in the past invested in foreign

ordinary shares. A depreciation of a country’s money in

terms of foreign money will raise its net receipt of interest

from abroad in terms of its own currency, in so far as it

receives interest or profit fixed in terms of foreign money,

but will reduce its net receipt of interest from abroad, in so

far as it owes to foreigners interest fixed in terms of foreign

money.
(d) Finally, we must consider the factors which determine

the net amount which a country lends abroad. The net

is equal to the gross amount

lent by Englishmen to foreigners, plus the repayment by

Englishmen of their indebtedness to foreigners, minus the

gross amount borrowed by Englishmen from foreigners,

minus the repayment by foreigners of their indebtedness to
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Englishmen. The gross amount lent abroad by English-

men must include all the pounds with which Englishmen

purchase foreign money for the purpose of increasing their

holding of capital in foreign countries. This figure includes

the amount lent on long term to foreign governments,

municipalities, or businesses, whether the foreign securities

bought are newly issued securities or whether they are

existing foreign securities, which are bought by Englishmen

from foreigners. It includes the amount spent by Englishmen

on the purchase of land or buildings in foreign countries, on

the purchase of short-term foreign securities, and on the

purchase of foreign money to deposit in foreign banks or to

hold as a capital asset in the form of notes or coins. The
amount of capital which Englishmen repay to foreigners

must include all purchases by Englishmen of indebtedness of

Englishmen to foreigners, and includes, therefore, the amount

of existing English securities and money, which are owned

by foreigners and bought from them to be held by English-

ir^ea^ as well as the actual amount of any money debt repaid

by an Englishman to a foreigner. Conversely, the amount of

foreign lending to England must include all the purchase of

pounds by foreigners for the purpose of increasing their

holding of capital in any form—securities, land, buildings,

bank deposits, or cash—in England; and the amount of

capital repaid by foreigners must include the total amount of

foreign property—securities, land, or money—^which is in

the ownership of Englishmen and which is bought back from

them by foreigners.

A fall in interest rates in England and a rise in interest rates

abroad will increase England’s net lending abroad, because it

becomes more profitable to lend money abroad rather than

in England.

The net amount lent abroad is also increased by an ex-

pectation that the profitability of English industry will in the

future fall or that the profitability of foreign industry will rise.

For people will wish to sell English ordinary shares, the

dividends on which are expected to fall and the capital value
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of which will also fall as profits fall, in order to purchase

foreign assets, the profits from which and the capital value

of w'hich are expected to rise.

An expectation that the value of the pound will depreciate

in terms of foreign money will cause the net amount lent

abroad by English people to increase. If the pound depreci-

ates in terms of foreign money, the yield in terms of pounds
on a foreign asset bought before the depreciation takes place

will be greater than the yield on the foreign assets reckoned
in terms of foreign money. For example, suppose that the

rate of interest both in England and America is 5 per cent.,

and that the pound is expected to depreciate from $5 to §4.

If j^ioo is invested in England, ^^5 per annum can be obtained
in interest. But this £100 might be used to purchase $500,
which invested at 5 per cent, in America would bring in §25
per annum. If subsequently, as is expected, the pound
depreciates from $5 to $4, these $25 will purchase £6 5^. In

other words, though the rate of interest both in England and
in America is 5 per cent., the investment of £100 in England
will yield 5 per cent., whereas the immediate investment of

this sum in America together with the subsequent deprecia-

tion in the pound will bring in a yield of per cent, on the

3^100. The expectation of high yields from long-term foreign

lending due to the expectation that the pound will depreciate

in terms of foreign money is important, only if the pound
is expected not merely to depreciate but also to remain for

a long time at the depreciated value. For if the pound
depreciates in value from I5 to $4 for a short time and then

rises again in value to $5, the yield from foreign investment

will not be raised in any significant way. For as soon as the

pound appreciated in value again to $5, the interest of $25

on the foreign investment will yield only £5 or 5 per cent,

on the foreign investment of the £100.

But short-term foreign investment will be increased by the

expectation that the pound will depreciate, even if the

depreciation is expected to be only temporary. An Eng-

lishman can purchase I500 by the investment of £100 in
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American money, if the rate of exchange is $5 for

; if

subsequently the rate of exchange moves to §4 for £1, these

$500 will be sufficient to purchase £125. Even, therefore, if

little or no interest is gainedon themoney in America, because
it is held in American cash or on deposit at an American
bank, the Englishman by purchasing ;£ioo worth of dollars

at $5 to the and by waiting to repurchase pounds at $4
to £1, can make a profit of 25 per cent, on the original ^^loo.

And if he purchases dollars just before the pound depreciates

and then sells dollars for pounds, he may make this 25 per
cent, in a very short time.

Finally, the net amount lent abroad depends on the size

of money incomes at home and abroad. If Englishmen have
larger money incomes from which they can save, they will

probably lend more in England and more abroad. Conversely,
a fall in foreign incomes will decrease the amount which
foreigners have to lend, and they will probably lend some-
what less to England. Consequently, the net amount lent

abroad by England will be increased by a rise in English
incomes and a fall in foreign incomes.
To summarize, the net amount lent abroad by any one

country will be increased,

(i) by a rise in the rate of interest abroad or by a fall in
the rate of interest at home

;

(ii) by an expectation that foreign profits will rise or home
profits fall

;

(iii) by an expectation that the value of the home money
will depreciate in terms of foreign money

; and
(iv) by a rise in home incomes or a fall in foreign incomes,

from which savings can be made.



II

THE GOLD STANDARD

I
N the last chapter we showed that the Balance of Payments
must always balance in the sense that the total amount

of pounds used to purchase foreign money must always be
equal to the total amount of pounds bought by foreigners

with foreign money; in this and the following chapter we
shall show by what monetary mechanism this balance is

maintained.

There are two distinct methods of adjustment of the

Balance of Payments, the first of which operates when the

countries in question are all on a common monetary standard,

and the second when the countries are on independent
monetary standards. The most important common monetary
standard is the Gold Standard, which we shall discuss to

illustrate the operation of an international standard. The
reader can himself apply the argument to any other inter-

national monetary standard (e.g. a Silver Standard), since

the principles of operation are the same, whatever that

standard may be.

A number of countries are on an effective Gold Standard,

only if the value of the currency of each country is fixed,

within narrow limits, in terms of the currency of any other

country on the gold standard. For this to be so two conditions

must be fulfilled. First, the price of gold in terms of the

money of each country must be fixed within narrow limits.

Secondly, there mustbefreedom of movement ofgoldbetween

the different countries on the gold standard. We will discuss

these two conditions in turn, and will start by describing the

three possible devices, by which the price of gold may be

fixed in terms of a country’s money.
(i) The price of gold in terms of a country’s money will

be fixed, if the legal money of that country consists of gold

coins of a certain weight. In this case the government office,

which is responsible for the coining of gold, must always be
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willing to coin a fixed weight of gold into a certain number of

gold coins of a fixed value in terms of the country’s money

;

and at the same time individuals must be free to rnelt these

gold coins or to export them for the purpose of melting them.

Thus, before 1914 the legal money of England was the gold

sovereign or gold pound coin. The English Mint was under

an obligation to coin an ounce of gold, whenever presented

for this purpose, into a fixed amount of gold sovereigns, and

people were free to melt gold sovereigns into gold bars or

bullion. The fixed rate at which the Mint was legally obliged

to coin gold was i ounce of gold to £2 ^7^* ^^2^-

means the value of an ounce of gold was prevented from

moving appreciably above or below lys.io^d. The market

price of an ounce of gold could not rise to ^3 185., because

people could always obtain an ounce of gold by melting down

£2 worth of gold sovereigns. Similarly, the market

price of an ounce of gold could not fall appreciably below

;^3 17^, because people could always get the Mint to

coin an ounce of gold into £2 I'js. io|J. worth of gold coin.

There were, however, certain expenses involved in having

gold minted into gold sovereigns. Since the nninting of gold

took time, there was some loss of interest involved in bringing

gold to the Mint. Interest could have been earned on this

money if it had been invested for this time in other ways.

For this reason, although an ounce of gold was always freely

minted into £2 17s. lo^d. of gold coins, it did not pay people

to buy gold in the market and to have it minted into coin

until the market price of an ounce of gold had fallen to

^^3 17^. gd. or under. In consequence, the market price of an

ounce of gold could not fall below £2 17s. gd,, and could not

rise above £2 17s, lo^d. When the price of gold is fixed in

terms of a country’s money by these means, the country is

said to be on a Gold Specie Standard.

(ii) But the price of gold in terms of a country’s money
may be fixed without the use of gold coins. Between 1925
and 1931 the price of gold in terms of pounds was fixed,

although there were no gold coins in circulation. The Bank
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of England was legally obliged to buy gold for pound notes

from any one who wished to sell gold to it at a feed price of

£2 1 7^- 9^* ounce, and to sell gold for pound notes to any
one who wanted gold at a feed price of ^3 17^- The
price of gold in the market could not rise above £2 ^7^*
because people could always buy gold from the Bank of
England at this price; and the market price of gold could
not fall below £2 17s, <)d. an ounce, because people could
always sell gold to the Bank of England at this price. When
the price of gold in terms of a country's money is feed by
these means the country is said to be on a Gold Bullion

Standard; for the price of gold bullion (i.e. of gold in an un-
coined form) is feed in terms of the country’s money.

(iii) There is a third way in which the price of gold may be
feed. If the Central Bank of a country is under an obligation

to buy and sell the notes of some second country, which is

on a gold specie or gold bullion standard, at a price feed
in terms of its own notes, then the price of gold is indirectly

feed in terms of the money of the first country. Suppose that

England is on a gold bullion standard, so that the pound note

is always worth a fixed amount of gold. If the German
Central Bank is under an obligation to buy and sell English

pound notes at a fixed price for mark notes, the price of

pound notes will be fixed in terms of marks. Indirectly,

therefore, the price of gold will be fixed in terms of marks.

Even if there were no gold in any form in Germany, the

German Central Bank by holding a reserve of pound notes

—

or of deposits in England which give it a claim to pound
notes—could fix the price of gold in terms of marks by
this means. When a country fixes the price of gold in terms

of its own money in this way, it is said to be on the Gold
Exchange Standard. It has fixed the value of its own money
in terms of gold by fixing the rate of exchange between its own
andsome other money, which in turn has a feedvalue in terms

of gold.

If, by operating gold specie, gold bullion, or gold exchange

standards, both of two countries fix the price of gold in terms
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of their own money, and if there is freedom of export and

import of gold in both countries, the rate ofexchange between

the money of the two countries will be fixed within narrow

limits. Suppose, for example, that both England and America

are on the gold standard and that the price of a certain

amount of gold is fixed in England at and that the price

of the same amount of gold is fixed in America at §5.

Then the par rate of exchange between the pound and the

dollar is said to be to $5.^ If the pound appreciates in

value in terms of dollars considerably above the par rate of

exchange—^if, for example, the pound becomes worth S5|-

instead of §5—Englishmen will find it profitable to purchase

dollar notes with pound notes, in order to buy gold in

America at the fixed price in dollars and to ship it to England

to sell at the fixed price in pounds. For with £1 in notes

they can buy notes, and with $5 of these notes they

can purchase a certain amount of gold in America, which

they can sell to the Bank of England for Thus on each

such transaction they make a profit of On the other

hand, no Americans with dollar notes would be willing to

purchase pound notes at $5^ for
;
for they could obtain

pounds more cheaply by buying $5 worth of gold in America

and selling it in England for £ 1 , For these reasons if the

rate of exchange was £1 for $5|-, Englishmen would want to

buy dollar notes with pound notes in order to ship gold from

America to England, while no Americans would be willing

to purchase pound notes with dollar notes, but would make
their payments in England by shipping gold. The demand
for dollar notes with pound notes would be great and there

would be no demand for pound notes with dollar notes, so

that the amount of dollar notes which could be obtained for

^ As a matter of fact the par rate of exchange between the pound and
the dollar both before 1914 and between 1925 and 1931, when both
countries were on the gold standard, was £i to 14*866. In other words
the amount of gold which in England was bought and sold by the Bank
of England for £1 was bought and sold by the Federal Reserve Banks in
America at the fixed price of $4*866. The par rate of exchange of £1
to $5 is chosen in the text in order to simplify the illustration.
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a pound note would necessarily fall from $5! towards $5,
and the rate of exchange between the pound and dollar would
approach the par rate again.

Conversely, if for any reason the value of the pound were
to depreciate in terms of the dollar from the par rate of

for $5 to £i for §4|, it 'would pay people to send gold from
England to America. Englishmen with payments to make in

America would purchase gold from the Bank of England for

3^1 and would sell this gold to the American banks at the

feed price of $5, rather than give a note directly in ex-

change for only $4! in notes. At the same time Americans
with §4J in notes would purchase a 3^1 note and with that

would buy gold from the Bank of England, export it to

America, and sell it at the feed price of $5, making a profit of

on each such transaction. JIIhe»d®and_fqr
withjdQUaEjgQtes^ be,.gieaL.while no one with pound
notes wonld purchasq,4oUar notes directly at this rate. In

consequence, more dollar notes would have to be given to

obtain a pound note, and the rate of exchange between the

pound note and the dollar note would move from I4I for £i
towards the par rate of $5 for 3^1.

If there were no cost involved in shipping gold between

England and America and if "the price of gold were rigidly

fixed in terms of English money and American money, the

rate of exchange between the pound and the dollar could not

alter at all from the par rate of to $5. For no one with

dollars would ever ofer motethamSj ,
since they could

obtain £ihy shipping I5 'worth of gold to England; and no
one with pounds would accept less than $5 per £1^ since

they can obtain $5 by shipping worth of gold to America.

America and England

ii^obaea^a^^^aentafe because of this cost the actual rate

pfpxchmge between
’

in limits set hy tho.cq^t of m^^ving gold, even if both countries

are bh tlie gold standard. The cost of shipping gold consists

in the freight charged by the shipping company, the insurance

of the gold against loss at sea, and the interest which is lost
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by using money to ship gold. It takes time to move gold from

London to New York, and if a man therefore buys ^^loo

worth of gold to ship to New York, he loses the interest which

he could have obtained on the £100 if he had invested this

money for the time in an interest-bearing security. Suppose

that it costs 2 cents to ship between England and America

that amount of gold which sells in England at the fixed price

of 3^1 and in America at the fixed price of $5. In these

circumstances it will not pay to ship gold from England to

America until the pound has depreciated to 3^1 for 14-98 or

less. For an Englishman would be willing to accept anything

above $4-98 in direct exchange for d. £1 note rather than bear

the cost of shipping 3^1 in gold to America to obtain $5.

Similarly, it will not pay to ship gold from America to England

until the pound has appreciated to 3^1 for $5*02 or more.

At this point the rate of exchange between the pound and

dollar is said to have reached the English Gold Import Point

or the American Gold Export Point. As soon as the rate of

exchange is £i for anything less than $4-98, it is said to have

reached the English Gold Export Point or the American
Gold Import Point, since at this point it becomes profitable

to ship gold from England to America.

We can now show how it is ensured that the Balance of

Payments balances when all countries are on the gold stan-

dard. If the total amount of payments which Englishmenwish
to make to foreigners is equal to the total amount of payments
which foreigners want to make to Englishmen, there is no
dijfficulty in arranging for these payments. There are a

number of technical methods of making these payments
;
but

the principle involved is the same. We may assume that

there are a number of foreign exchange deders, who are

individuals or bankers holding a certain amount of pounds
on deposit with English banks and a certain amount of

foreign currencies on deposit with foreign banks. If an
Englishman with pounds wishes to make a pa5unent to an
American, the exchange dealers will give the Englishman
some of their dollars deposited in American banks in ex-
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change for deposits in an English bank paid to them by the

Englishman. But at the same time Americans, who wish
to make payments to English people, will be giving the

exchange dealers dollar deposits in exchange for some of the

exchange dealers’ holding of pounds on deposit in English

banks. If, at the current rate of exchange, the amount of
pounds which Americans wish to purchase from exchange
dealers are equal to the number of pounds which English
people want to exchange into dollars, the total amount of

pounds held by exchange dealers on deposit with English

banks and the total amount of dollars held by them on
deposit in American banks will not alter.

But suppose now that Englishmen for some reason or

another—e.g. because the Englishman’s desire for American
goods increases—^wish to pay £10 millions more a week to

Americans than Americans wish to pay to Englishmen. At
the current rate of exchange between the pound and the

dollar the exchange dealers are receiving ^^lo millions more
a week from Englishmen than they are selling to Americans,

and at a rate of exchange of $5 for £i are paying out $50
millions a week more to Englishmen than they are receiving

from Americans. The pound deposits of the exchange

dealers in English banks are therefore rising by £10 millions

a week and their dollar deposits with American banks are

falling by $50 millions a week. As long as this continues the

exchange dealers themselves are exchanging their capital

from American money to English money, which represents

a capital movement or loan of 3^10 millions a week from

America to England. The Balance of Payments still balances

;

English commodity imports have gone up by £xo millions

a week, but against this there is an additional lending of £xo
millions a week from American money to English money.

If Englishmen continue to spend £10 millions a week more

on imports, the exchange dealers would soon have no more

dollar deposits to pay out and would hold all their balances

in the form of pounds deposited with English banks. In

order to stop people ^buying so many dollars with pounds

4284 X
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they will reduce the number of dollars which they will give

for a pound. In other words the pound will depreciate in

value in terms of the dollar. The exchange dealers will, for

example^ offer $4*98 instead^ of $5 ^ pound. But if both

countries are on tEe ”goITstandard, a small depreciation of

the pound will make it cheaper for English people, who have

payments to make in America, to ship gold to America

rather than to continue to buy dollars directly from exchange

dealers with pounds. As soon as the pound has depreciated

sufficiently to make Englishmen purchase 3^10 millions a

week of gold from the Bank of England to make their pay-

ments in America, the exchange dealers’ receipts and pay-

ments of pounds and their receipts and payments of dollars

will balance again, so that their balances held in dollars will

cease to diminish. There will now appear a new item in the

Baljyacs of Payments, namely an export of ^10 millions worth

of gold a week from England, which is being America

for „dollars. The Balance of Payments will still balance.

Against the additional commodity imports of £10 millions

a week is now an export of gold of 3^10 millions a week,

which takes the place of the additional lending oi £10

millions a week from American to English money.

But this state of affairs is also only temporary. For as long

as it continues England must be exporting 3^10 millions of

gold a week, which is being purchased by Englishmen from

the Bank of England. If, however, England is to stay on the

goM standard, this drain of gold mustjbe stopped. The Bank

of EnpLiid^caimot Tdr ever pay out goITatlTHxed price for

pounds, since its gold reserves must sooner or later be used

up. We have already seen in Part I, Chapter III (p. 24),

that, if people cash part of their deposits with the ordinary

joint-stock banks, the cash reserve ratio of these banks will

be reduced, jad that in order to prevent this fall in their

cash reserve ratio the banks will be obliged to sell securities

and raise interest rates in order to diminish their deposit

liabilities. An export of gold from England w:ill Jhave the

same effect," If Englishmen find it profitable to purchase gold
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from the Bank of England, this must cause the cash reserves

of the joint-stock banks to fall. If customers of these banks

change their deposits into notes, in order with the notes to

purchase gold from the Bank of England, this will auto-

matically reduce the cash held by the joint-stock banks in

the form of notes. If, however, the exporters of gold purchase

gold from the Bank of England by means of a cheque drawn
on their deposits with a joint-stock bank, then the joint-stock

bank will pay the Bank of England for their customers’ pur-

chase of gold by using up part of its deposit balance with

the Bank of England. But as we have seen (p. 19) the joint-

stock banks count their deposits with the Bank of England
as part of their cash reserves, so that their cash reserves will be
reduced. The consequence of the gold export is, therefore,

that the banks must selhsecurities and raise interest rates, in

order to preserve th^ cash reserve ratio.

This rise in interest rates will, as we have argued in

Chapters II and III of Part I, cause money incomes and
money prices to fall in England, since Englishmen will be
less willing to borrow money to spend on capital development

at the higher rates of interest. T^bik^J^eduction in English

nioney incomes and prices will cause English imports tp fah
off and English exports to rise, since people will now prefer

the cheaper English goods to foreign goods and since

Englishmen will have smaller incomes to spend on imports.

Moreover, the fall in English incomes from which savings

can be made together with the rise in the rate of interest in

England will cause a^jeduction in England’^ net lending

abroa^A.^At the same time gold will be imported and sold to

tG^Central Banks of the foreign countries. The reserves of

the foreign banks will be increased by the import of gold just

as the reserves of English banks are diminished by the export

of gold, and the foreign banks will be able to lower their

interest rates and purchase securities, in order to increase

their deposit liabilities. In consequence the rate of interest

will fall in foreign countries as it rises in England, and prices

and money incomes will rise in foreign countries as they fall



3o8 the gold standard

in England. This provides a further reason why English

exports should rise and her imports fall, and why the net

amount lent abroad by England should fall off.

As the export of gold continues, the rate of interest in

England rises and falls in foreign countries, while English

money incomes and prices fall and foreign money incomes

and prices rise. When the consequent rise in English exports,

the fall in her imports, and the diminution in her net lending

abroad have together become as great as the original increase

in her demand for imports, which first caused the export of

gold, then the normal payments of Englishmen to foreigners

and of foreigners to Englishmen will balance again. The
Balance of Payments will be in a new equilibrium, and the

export of gold from England will cease.

We have illustrated the operation of the gold standard by
supposing that a country’s demand for imports increases,

leading to a loss of gold by that country; but from our
discussion of the Balance of Payments it follows that any
change, which increases the payments which it must make to

foreigners or reduces the payments which foreigners must
make to it, will cause a country to lose gold. The following

are therefore the most important reasons why a country may
lose gold:

1. A country which is on the gold standard will lose gold

if there is a fall in money prices and incomes abroad unac-
companied by a similar slump in money prices and incomes
at home, or if there is a rise in money incomes and prices at

home unaccompanied by a similar rise in other countries.

Let us suppose that there is a world-wide slump in money
prices and incomes, causing prices ever

3nvhere to fall below
costs of production and so leading to unemployment in all

countries, but that England by adoptingthepolicies suggested
in Part I prevents the growth of unemployment through
banking action designed to reduce interest rates, through
public works expenditure, and through measures designed to

stimulate directly the expenditure of money by consumers
on consumption goods. The rise in English money incomes
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and prices relatively to money incomes and prices in foreign

countries will, as we have seen, cause English imports to rise

and her exports to fall, so that England will lose gold. There
are two further reasons why in these circumstances England
is likely to lose gold. First, if in England the rate of interest

is being deliberately lowered by the banks to prevent unem-
ployment, while the slump in money prices and incomes is

continuing abroad unchecked by any similar deliberate

reduction in interest rates, it will become more profitable to

lend money abroad, since the rate of interest in England has

fallen relatively to interest rates in other countries. For this

reason England's net lending abroad will rise, which will

further increase the payments to be made by England to

foreign countries and so intensify the loss of gold by England.

Secondly, as the slump develops in foreign countries English-

men's receipts of dividend and interest from past investments

in foreign countries will fall. For industries in foreign

countries will become less profitable, and will pay lower

dividends. If the slump in money incomes and prices abroad

goes far enough, foreign businesses, municipalities, and
governments may be driven into bankruptcy and so default

on their payments of interest on fixed-interest securities. In

as far as Englishmen have invested in such securities, Eng-

land's receipt of dividends and interest from abroad will fall,

which will increase the flow of gold from England.

2. If there is a rise in foreign tariffs or other legal restric-

tions placed upon the import of English goods, the value of

English exports will fall; and this will cause an export of

gold from England.

3. If the productivity of labour and other factors of pro-

duction increases in other countries more rapidly than in

England in the production of commodities, which compete

with English products either in the English market or in

foreign markets, the cost and so the price of such foreign

goods will fall more rapidly than the English price of similar

goods. This will cause a fall in English exports or a rise in

her imports which will lead to a loss of gold by England.
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4. If the taste of consumers in England or in other

countries change so that they prefer the type of goods pro-

duced in foreign countries, England will lose gold because

her imports will rise or her exports fall off.

5. The imposition of a tribute, indemnity, or reparations

to be paid by England to other countries would cause an

increase in the amount of payments to be made by England

to other countries, and would so cause England to lose gold.

6. An increase in the desire of Englishmen to lend money
abroad, by causing an increase in the payments of money to

be made to other countries, would lead to an export of gold

by England. An important new invention abroad or the

opening up of an undeveloped territory might cause English-

men to expect abnormally large profits on money lent abroad

to finance these new developments. Greater political security

in other countries and a diminished sense of security in

England, by increasing the safety of capital held abroad

relatively to capital held in England, would cause a rise in

England’s net lending aJbroad.

Any of these things may cause a country to lose gold. We
have already shown that a drain of gold from one country can

be stopped only if the country losing gold allows its interest

rates to rise and its money prices and incomes to fall, and if

the countries importing gold adopt monetary policies designed

to lower their rates of interest and raise their money prices

and incomes. There is, however, no reason to believe that

the monetary policy which a country must adopt in order to

operate the gold standard will be the same as the monetary

policy, which is appropriate on the principles outlined in

Part I, to preserve a high level of employment. For money
prices and incomes may fall in foreign countries, or foreign

countries may raise their tariffs, at a time when unemploy-
ment is appearing at home. In these circumstances deflation

of money prices and incomes is necessary to prevent an
export of gold and so to maintain the gold standard, while an
inflation of money prices and incomes is appropriate to

prevent unemployment.
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1

There is one^ way in which
appropriate monetary policies might be resalved. We saw
in Chapter VII of Part I that it is the relationship between
the money w^age-rate on the one hand and the level ofmoney
incomes and prices on the other,which determines the volume
of employment. Unemployment can be reduced if money
wage-rates are reduced relatively to money prices, since this

will reduce the real wage-rate. If there is sufficient flexibility

in the money wage-rate, there need be no conflict between the
monetary policy designed to maintain fullemploymentand that

designed to maintain the gold standard. If, for example, a
country lost gold at a time when unemployment was appear-
ing at home, the loss of gold could be stopped by monetary
action designed to reduce money incomes and prices; but
this deflation would be compatible with a simultaneous reduc-

tion in unemployment, if the money wage-rate was reduced
more quickly than the reduction inmoney incomes and prices.

If money wage-rates always fell quickly so long as there wa's

unemployment, the monetary authorities could concentrate

on controlling the level of money incomes and prices in such

a way that there was no import or export of gold, while the

money wage-rate automatically adjusted itself to this level of

money prices in such a way as to preserve full employment.
This is a possible solution of the conflict between monetary

policies designed to preserve internal and external equi-

librium; but it is not necessarily the best solution. For in a

country in which tliere are important blocks of indebtedness

jSxed in terms of money, an extensive and rapid fall in prices

and incomes will greatly increase the real value of these debts.

If, in order to stay on the gold standard, a country with a

large internal government debt lowers its money incomes,

prices, and wage-rates, it will be necessary to raise the rates

of taxation to meet the interest on its fixed debt
;
for as its

money incomes fall, the tax revenue raised by the existing

rate of taxation will fall, while the fixed amount to be paid

by the government in interest on debt will remain unchanged.

But, in fact, money wage-rates in most communities cannot
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be very rapidly and extensively altered. This is particularly

true of a country in which many wage-rates are fixed for

long periods of time either by bargain between employers'

and workers' associations or by official wage boards. In such

circumstances any rapid adjustment of money wage-rates

must be ruled out as a possible solution of our problem. It

will, in these circumstances, be possible to operate a gold

standard successfully without causing unemployment only if

the necessity for large or rapid adjustments of money prices

and money wage-rates can be avoided. For this reason there

are six important conditions which must be fulfilled if the

gold standard is to be operated successfully in modern

conditions.

1 . The^ most essential is that the important countries on

the gold standard should adopt internal policies, designed

on the lines discussed in Part I, to prevent violent fluctuations

in money incomes and prices. If all countrieswere consciously

and successfully adopting internal policies to prevent serious

slumps in money prices and incomes, no one of them will

be faced with a sudden slump in the demand for its exports

due to a fall in incomes and prices in other countries. The
main reason for rapid internal deflation to preserve the gold

standard will be removed. Agreement among the major

countries that they will all lower interest rates, expand the

volume of money, spend more on public works, and stimu-

late consumers' expenditure when unemployment appears,

is therefore an essential condition which must be fulfilled

before any one country can operate a gold standard success-

fully without fear of unemployment at home.

By these means the necessity for violent and rapid readjust-

ment of money prices, incomes, and wage-rates by any one

country could be avoided; but some readjustment would still

be necessary from time to time. To take a single example

:

the technical efficiency of production might be increasing

more rapidly in America than in England in the production

of goods which compete with English exports. In this case

English exports would fall as American prices fell relatively
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to English prices, and England would lose gold. In order to

remain on the gold standard England would be obliged

to let her money prices fall as American prices fell
;
and to

prevent unemployment in England money wage-rates would

have to fall, as English prices fell more quickly than the

productivity of English labour rose. But in this case a very

rapid adjustment would not be necessary; for a fall of

American costs relative to English costs due to more rapid

technical progress in America would be relatively slow, when
compared with a fall of American prices relatively to English

prices which was caused by an uncontrolled slump of all

money prices and incomes in America.

2 . Since some adjustment of money prices and costs will

still be necessary, A^^econd condition for the effective

operation of the gold standard is that countries losing gold

should allow their money incomes and prices to fall, while

countries receiving gold should allow their money incomes

and prices to rise. We have already argued that an export of

gold from a country will cause a fall in money incomes and

prices in that country by restricting the cash reserves of the

banks, and that an import of gold will cause a rise in internal

money prices and incomes. It is, however, possible for the

Central Bank to prevent these effects of gold movements.

If the Central Bank of a country which is losing gold pur-

chases securities in the open market, this, as we saw in Part I,

Chapter III (pp. 22-4), will in itself cause a rise in the

cash reserves of the ordinary banks, so that by purchasing

securities in the market a Central Bank can prevent an export

of gold from causing any reduction in the reserves of the

ordinary banks. And similarly, byselling securities in the open

market a Central Bank can prevent an import of gold from in-

creasing the ordinary banks’ cash reserves. It is essential that

the Central Banks should not offset gold movements in this

way. If they do so, there will be no fall in prices in the country

losing gold and no rise in prices in the countries receiving

gold, so that the gold movement will be unchecked and sooner

or later the country losing gold will be driven off the gold
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Standard. Indeed, it may be desirable for the Central Banks
to adopt the opposite policy and to accentuate the effects of

gold movements by selling securities when they lose gold

and purchasing securities when they receive gold. It is

important that the countries gaining gold should inflate their

money incomes and prices; for unless they do so^ the whole
readjustment must be achieved by a deflation of money
incomes and prices in the country losing gold, which defla-

tion must be so much the greater. The gold standard can be
expected to work effectively only if a movement of gold from
one country to another is met partly by a deliberate inflation

in the country gaining gold, and partly by a deliberate defla-

tion in the country losing gold.

3. In order that any deflation of money prices necessary

to prevent an export of gold shall not cause unemployment,
money wage-rates must be lowered as money prices fall

; and
in order that any necessary inflation of prices should not lead

to an excess of profits, money wage-rates must be raised as

prices rise. A country should, therefore, be unwilling to

operate the gold standard, if there is not sufficient flexibility

of money wage-rates to meet all the readjustments that will

be necessary.

4. When a country is on the gold standard, the Central
Bank of that country must have certain reserves of gold. For
it must be able to meet any demand for gold on the part of
people who wish to export gold. There are various legal

provisions in different countries regulating the minimum
gold reserve, which the Central Bank must hold. Of these
the two most important are the Fiduciary Issue* system,
which is in operation in England and which was discussed
in Part I, Chapter III (p. zi), and the TrupQlSiQiial. Ee-
serve syitem^.which is in operation in America and France
among other countries. With the Fixed Fiduciary Issue
system the Central Bank is only allowed to issue notes equal
in value to the gold held by the Bank plus a certain fixed
amount of notes backed by other assets. With the Propor-
tional Reserve system the Central Bank must hold aminimum
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gold resen^e equal in value to a certain proportion (e.g. 40
per cent.) of its note issue, or of its deposit liabilities and its

note issue.

In any case the Central Bank must hold a certain minimum
gold reserve, which is related in some way to its note issue

or to the total value of its liabilities in the "form of notes and
deposits. The Central Bank must be able to meet all possible

demands for gold for export; and the amount of gold which
it must hold for this purpose depends upon the total volume
of monetary transactions undertaken. For the larger the

volume of monetary transactions undertaken, the greater is

the possible fluctuation in any figure in the Balance of

Payments and so the greater the possible demand for gold to

meet a disturbance in the Balance of Payments. In order,

therefore, that the gold standard should operate successfully,

the total supply of gold reserves, available for all the Central

Banks of the countries on the gold standard, must be suffici-

ent to form an adequate backing against that volume of

monetary transactions which is necessary to prevent a world-

wide slump in money prices and incomes.

Let us suppose that throughout the world capital is being

accumulated and the population is growing, so that the

output of goods and services is increasing. To obtain full

"employment of the factors of production it may be necessary

for money incomes and expenditure to increase as real

output increases, in order to prevent the prices ofcommodities

falling below their costs. In these circumstances the volume

of money in all countries, and therefore the note issue and

the deposit liabilities of the Central Banks, must be increasing.

If on the average an increase of z per cent, per annum in

Central Banks' note issues and deposit liabilities is just

sufficient to prevent unemployment on the one hand, or boom
conditions on the other, their gold reserves should also be

increasing at a rate of 2 per cent, per annum. It may so

happen that the output of new gold is just sufficient for this

purpose. But if the output of gold is less than sufficient,

unemployment will not be avoided, unks^^P&ey
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can. be reduced appropriately. But if money wage-rates are

not very flexible, some means must be found of adjusting the

total stock of gold reserves to the requirements necessary to

preserve a high level of employment throughout the world.

The Central Banks can to some extent meet this difficulty

by alterations in the proportion between their total liabilities

and their gold reserves. If the output of gold is too small,

the Central Banks of the different countries in co-operation

might diminish the proportion of their liabilities which they

cover with gold reserves. This will enable them to adopt

monetary policies which preserve full employment. It inay

of course involve an alteration in the legal limits below which

their reserves are not allowed to fall. There are, however,

limits to the possible reduction in the reserve proportion

of any Central Bank. It must not fall below a minimum

which is necessary to enable the Central Bank to meet any

possible demands upon it for gold.

In the second place the difficulty can be met by an exten-

sion of the gold exchange standard. If a Central Bank holds

part of its reserves in the form of the money of some foreign

country deposited with a foreign bank, this reserve is as useful

as gold in meeting any demand for foreign money to make

payments abroad, but it economizes in the total amount of

gold. Suppose that the rate of exchange between the pound

and the dollar is^i for $5, andthatthe Bank ofEnglmd keeps

£100 worth of its reserves in the form of f500 deposited in an

American bank. If this American bank bolds gold reserves

of only 10 per cent, against its deposit liabilities, then $50

(or ^10) worth of actual gold is acting as a gold reserve of

£xoo for the Bank of England.

There is, however, a dangeoiL.dl6..gtteQ.sion of the gold

exchange standari,- Suppose that a country whicKrTs”operat-

ing the gciid~Schange standard loses reserves to another

country. Then instead of selling gold for export, which

would reduce the gold reserves of the first and increase the

gold reserves of the second country, the Central Bank of Jtjic

first country may sell part of its deposit in the second couptjy
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to those, who wish to make larger payments to the second

country. This will cause the reser\*es of the Central Bank
of the first country to fall, but will not cause any increase in

the reserves of the Central Bank of the second country ; for

there is no import of gold into that country but simply a

change in ownership of some of the deposit liabilities of the

ordinary banks of that country. There will therefore be a

reduction in the total volume of Central Bank reserves, and
the whole of the adjustment must be brought about by a

deflation ofmoney incomes and prices in the country operating
the gold exchange standard. Conversely, if an increase takes

place in the payments made to a country which is on the

gold exchange standard, the Central Bank of that country

will increase its reserves by holding more money on deposit

in the other country, but there will be no export of gold from
the country making the payment. In this case the whole

adjustment in the Balance of Payments must be broughtabout

by an inflation of money prices and incomes in the country

on the gold exchange standard. There is therefore a danger

of a general deflation of money prices and incomes, when
countries on the gold exchange standard lose reserves, and a

danger of a general inflation of money prices and incomes,

when countries on the gold exchange standard gain reserves.

This difficulty could be met if the countries operated a

gold exchange standard but kept their reserves in the form

of deposits with a single International Bank. Suppose that

the Bank of England and the American Federal Reserve

Banks^ deposited all their goldwith the Bank for International

Settlements in Basle, and counted these deposits of Swiss

francs of a fixed gold value as their gold reserves. Then if

England lost reserves to America, the deposits of the Bank

of England with the Bank for International Settlements

would fall, but at the same time there would be a rise in the

reserves of the Federal Reserve Banks in the form of extra

deposits with the Bank for International Settlements. The

^ These twelve banks in the U.S.A. perform the functions of a Central

Bank in that country.
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necessary readjustment would therefore fall partly on England

and partly on America. At the same time the Bank for

International Settlements could control the total volume of

Central Bank reserves by buying securities from or selling

securities to the different Central Banks. Suppose, for

example, that in order to prevent a world-wide slump it was

necessary to increase the total volume of gold reserves by
lo per cent. The Bank for International Settlements could

purchase an amount of securities from the Bank of England

equal in value to lo per cent, of the Bank of England’s

reserves and could pay for these securities by increasing its

deposit liability to the Bank of England. By a similar pur-

chase of securities from the Federal Reserve Banks and the

Central Banks of the other countries on the gold standard,

the total value of Central Bank reserves could be raised by
lo per cent.

This is probably the simplest method of controlling the

total volume of gold reserves; but there is a third method,

which might be preferred. If there was a shortage of gold

rescTOS^ all the Central Banks might agree to.„raise their

fixed buying.and selling prices, of gold by the same propor-
tinru - Suppose that an ounce of gold is bought and sold Fy
the Bank of England at the fixed price of ^^4 and by the

American Federal Reserve Banks for $20. Then the par rate of

exchange between the pound and dollar is fixed at for $5.

Suppose that the Bank of England raised its fixed buying
and selling price of gold by 25 per cent, from 3^4 to an
ounce, and that the Federal Reserve Banks at the same time
raised their buying and selling price of gold by 25 per cent,

from $20 to $25 an ounce. The par rate of exchange between
the pound and dollar would remain unchanged at 3^1 for $5,
so that the main result of the gold standard, namely the fixity

of the rates of exchange between the currencies of the
countries on the gold standard, would be preserved. But the
nominal value of the gold reserves both of England and
America would be raised by 25 per cent, in terms of pounds
and dollars, and this would enable the English and American
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banking systems to expand the total amount of money in the

way required to prevent a world-wide slump in money prices

and incomes.

This revaluation of the gold value of the pound and the

dollar would provide a money profit to the Central Banks, If,

for example, the Bank of England held ^zoo millions of gold

reserves, these reserves would become worth ^^250 millions

if the Bank’s buying and selling price of gold was raised from

£4 ounce. Any profit due to such a revaluation of

the gold content of the pound should properly accrue to the

government; and if the value of the Bank of England’s gold

stock was raised in this way by ;^5o millions, the deposit

liability of the Bank of England to the government would be
raised by 3^50 millions on the other side ofthe Bank’s account.

The government could use this extra sum for extra expendi-

ture not covered by taxation; and the expenditure of this

sum would in itself help to prevent the fall in money incomes
and prices, which it was the object of the revaluation to avoid.

In a similar way, if the total value of Central Bank reserves

became too large to prevent a world-wide boom, the Central

Banks might reduce their buying and selling prices of gold

simultaneously by the same percentage. This would reduce

the gold stocks of the banks valued in terms of pounds and
dollars, and so would cause the necessary contraction. The
loss, which in this case would be caused by the fall in the

value of their gold reserves, should in each country be met
by the government; and the necessary reduction in expendi-

ture or rise in taxation would itself aid the desired fall in

money incomes and prices.

5 . If the gold standard is to work successfully, appropriate

rates of exchange between the different currencies must be

chosen. This consideration is of vital importance when
countries are intending to return to the gold standard. For
example, suppose that at a rate of exchange of for$4 the

English Balance of Payments is in equilibrium. Suppose,

however, that England is not on the gold standard, while

America is on the gold standard at a buying and selling price
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of gold of $20 an ounce; if then England returned to the

gold standard at a fixed buying and selling price of gold of

£4 an ounce, the rate of exchange would be fixed at 3^1 for

§5, Since England’s Balance of Payments was in equilibrium

at for $4, England would now lose gold ;
for at the rate of

exchange of 3^1 for S5 English goods and services would be
too expensive in America and American goods and services

would be too cheap in England. In order to preserve the

gold standard at the rate of exchange of 3^1 for $5, English

prices and incomes would have to be reduced relatively to

American prices and incomes. If before England’s return

to the gold standard both countries had that internal level

of interest rates, prices, and incomes which just preserved

full employment, this would involve deflation and unemploy-
ment in England or a profit boom in America. If the Ameri-
can monetary authorities prevented any import of gold into

America from leading to a rise in prices and incomes there,

the necessary deflation in England would be so much the

more severe. Unless wage-rates could be rapidly reduced in

England, a prolonged period of unemployment would begin.

In returning to the gold standard countries must choose those

rates of exchange, at which the Balance of Payments between
them will be in equilibrium, when their internal prices are so

adjusted to their money costs of production that there is full

employment.
The criterion therefore for the correct rates of exchange

is to be found simply in the Balance of Payments. With those
interest rates, money prices, and money incomes which give
a country internal equilibrium, there will be one rate of
exchange between its currency and other currencies which
will enable its Balance of Payments to balance without gold
movements. A more appreciated value of its currency in
terms of foreign currencies will cause a drain on its reserves

;

a more depreciated value for its currency will cause a drain
on other countries’ reserves. To find the appropriate buying
and selling price of gold and so the appropriate rates at which
the exchanges should be stabilized, the method of trial and
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error alone can be used, if a number of countries wish to

return to the gold standard at a time when they are not al-

ready in internal equilibrium. The authorities in consulta-

tion must fix upon certain rates of exchange, which they think

are appropriate, and must then temporarily fix their buying
and selling prices of gold at figures which give these chosen
rates of exchange. The monetary authorities can then con-

tinue with their internal policies which are designed to

preserve a high level of employment at home. If there is a

steady drain of gold from country A and a steady import of

gold into country B, this is a sign that the currency of country

A has too appreciated a value in terms of other currencies,

while that of country B has too depreciated a value. Country
A must raise and country B must lower its buying and
selling price of gold by an amount which is judged sufficient

to stop the steady flow of gold. By readjustments of the rate

of exchange of this kind, a final rate of exchange for each

currency might be obtained, which would put each country

both in internal equilibrium and in equilibrium with the

other countries.

6. If a country receives a large amount of interest or of

reparations from abroad, its Balance of Payments will be
in equilibrium, only if it lends more abroad than it borrows
from abroad or if it imports from abroad more than it ex-

ports. A creditor country, if it is not willing to lend sufficient

abroad, must import more than it exports. There is in many
people’s minds a fallacious belief that a country is better off if

it has a ‘favourable’ balance of trade or an excess of exports

over imports than if it has an excess of imports over exports

;

but the only real advantage to a nation from interest or

other such receipts from abroad is that it can obtain some
part of its imports without exporting any goods or services

in return for them. If countries work on the hypothesis that

an ‘unfavourable’ balance of trade is always undesirable,

creditor countries will raise tariffs, quotas, and prohibi-

tions on imports and will subsidize their exports, so long

as their balance of trade is unfavourable. But this must
4284 Y



322 THE GOLD STANDARD
result either in a continual flow of gold from the debtor

to the creditor countries, since the debtors are unable to

export more than they import by reason of the tariff policy of

the creditor countries, or else in a repudiation of their in-

debtedness by the debtor countries. If international debts

are not to be repudiated, the creditor countries must adopt

a tariff policy which allows an excess of imports over exports

in order to receive payment of that part of their interest

which they do not wish to lend abroad again. This is true,

whether the countries are on the gold standard or not; but

the gold standard will certainly break down, if the tariff

policy of the creditor countries causes a continued loss of

gold reserves by the debtor countries to meet the interest

on their indebtedness. This argument does not prove that

there must be a complete absence of tariffs for the gold

standard to work, but simply that the tariffs of the creditor

countries must not be so raised as to make it impossible for

the debtor countries to export more than they import. The
pros and cons of tariffs on other grounds will be argued in

Chapter V of this Part.



Ill

FREE EXCHANGE RATES

I
F any of the six conditions discussed in the last chapter

are not fulfilled, the gold standard cannot be successfully

operated
;
and in these circumstances a country should retain

an independent monetary standard. We must therefore con-

sider the way in which the Balance of Payments is adjusted

in the case of countries which are not on an international

monetary standard. Suppose that the English legal money is

simply the pound note issued by the Bank of England, and
that the Bank of England is under no obligation to buy and
sell gold at a fixed price in terms of these notes. In these

circumstances the rate of exchange between the pound and
the dollar is no longer fixed within any prescribed limits. The
only way to obtain dollars for pounds or pounds for dollars

is to exchange the dollar notes or deposits directly for pound
notes or deposits; and there are no longer any fixed gold

import or export points to prevent a fluctuation in the rate

of exchange between the pound and the dollar.

To show how the Balance of Payments is adjusted in these

conditions we may suppose again that all exchange dealings

take place through a number of exchange dealers, who hold

deposits of pounds in English banks and deposits of dollars

in American banks, and who exchange dollar deposits for

pound deposits for people who wish to make payments be-

tween the two countries. Let us suppose that the rate at

which the exchange dealers are exchanging dollars for pounds
and pounds for dollars is for $5, and that at this rate of

exchange the total amount of pounds which Americans wish

to purchase with dollars is just equal to the total amount of

pounds which English people wish to sell for dollars. Then
the Balance of Payments is in equilibrium; and the balances

of dollars and of pounds held by the exchange dealers will

remain unchanged, since the exchange of dollars for pounds
by Americans will just offset the exchange of pounds for
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dollars by Englishmen. If Englishmen then decided to spend

jTxo millions a week more on American goods, the amount of

pounds offered to the exchange dealers by Englishmen to

obtain dollars would be millions in excess of the amount

of pounds bought from exchange dealers by Americans each

week. As long as the rate of exchange remained to $5,

the exchange dealers’ holding of pounds would increase by

millions a week, and their holding of dollars would

diminish by $50 millions a week. Th^j^al^^jrfJP^men^

still balances; English imports ^

week, bpt the amount lent to England has also risen by £16

millions^^a woek, siijjce-^he^'xxchang^ dealers themselves are

moving ;^io millions worth of their capital from dollars to

pounds each week.

As long as this continues, the exchange dealer’ holding of

pounds will continue to increase and their holding of dollars

to diminish, and they must take steps to prevent their dollar

balances from dwindling to nothing. They will offer less

dollars per pound, in order to stop part of the English demand

for dollars, and the rate of exchange will move from for

$5 to—let us say—;£i for I4. As the value of the pound

depreciates in terms of dollars, American goods will become

more expensive in England, since less dollars can be obtained

for a pound, and English goods will become cheaper in

America, since a pound can be obtained with less dollars,

t In consequence English imports will diminish and English

exports will increase. The value of the pound will continue

to depreciate so long as the demand for dollars with pounds

is in excess of the demand for pounds with dollars
;
for so

long as this is so, the exchange dealers will be increasing

their holdings of pounds and will be running short of dollar

balances. there„^Ij:^me_a£oint^ deppdatiQn pf
the exchange value, of dhe pouiid aJLwMdi English imports

have diminished and.English exports have, increased just,

sufficiently to equate the total amount of pounds bought by

Ame^gns to^the, total amount of pounds sold By JEnglSbL-

m^uAt this point the Balance of Payments will again be
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in equilibrium* This readjustment can come about without

any change in money incomes and prices or in interest rates

in England or in America; thejd^re^iatiomj^

value of the pound is alone sufficient to adjust the Balaiicie..af.

Payments.

A country whichis iy:)t on the gold standard will therefore

be free to concentrate upon its internal moneta^
order to preserve a high level of employment, and can leave

the exchange rate with other countries to find that level at

which the payments and receipts in its Balance of Payments
are equal. While this should be the essential principle of

policy for any country, which is not on the gold standard,

some control over its Balance of Payments would still be
desirable.

If a country’s exchange rate with other countries is not

fixecf, some control should be exercised over the movement
of short-term funds between it and other countries. The
reason for this can be shown by an illustration. Suppose that

the existing rate of exchange between the pound and dollar

is £1 for $5, but that people expect the pound to depreciate

from $5 to $4; such an expectation might be due to the fact

that a slump was developing in America, while it was known
to be the policy in England to prevent any fall in money
prices and incomes. So long as people expect this deprecia-

tion in the value of the pound, there is a profit to be made by
exchanging pounds for dollars 2,1 £1 for Ss in order to pur-

chase pounds with dollars in the near future at £1 for $4.

But ffiis purchase of dollars with pounds in order to. move
short-term funds abroad will in itself cause' the popjijd to

depreciate in value, and it will have ijpdosit^ble effects.

In the first place, because speculators are attempting to

anticipate future events, it will cause the pound to depreciate

before the fall in prices an3‘mcQmp|ln'A^,efica^h|S'g^^^p
exchange.demmajm adjust the„offier^^ . ixk

Ee^^ce of,Payment^^ secjmdly, it .qaw^Q.the

pound to depreciate much more than is really necessary to

adjust the other items in the Balance of Pavments. While a
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depreciation of the pound from $5 to $4*5 may be all that

is necessary to preserve equilibrium in England’s Balance

of Payments, the speculative movement of funds into dollars

may cause the pound to depreciate to $4, because people

overestimate the extent to which American prices and in-

comes will fall or the extent to which the pound must depre-

ciate to maintain equilibrium in face of a given fall in Ameri-

can prices. The exchange depreciation should be controlled

in such a way that it is neither more rapid nor more extensive

than is necessary to adjust the normal item in the Balance of

Payments to the changed conditions. For any unnecessa]ty

depreciation in the exchange value of a country’s money will

raise unnecessarily the price of imported goods, ^d-se-^wiU

rediane--the-4:ed the standard of living.Jbdow

what is necessary to preserve full employment. If the price

of foreign goods is falling, a depreciation in the exchange

value of a country’s currency, which is just sufficient to

offset the fall in foreign prices, will not lower the standard of

living at home
;
the fact that less dollars can be obtained for

the pound will be offset by the fact that the dollar will buy

more American goods. But if there is a rapid depreciation

in the exchange value of the pound caused by the speculative

movement of short-term funds from pounds to dollars, the

exchange value of the pound will depreciate in expectation

before dollar prices fall, and the amount of American goods

which can be purchased with a pound will fall.

,.A-6eeendHPeas©n for^axcoiding.^. speculative movement of

funds abroad is that-it wiHintensify unnecessarily the slump
in pric^ and incomes in other countries. If an internal

monetary policy is being adopted in England to preserve

full employment, a depreciation of the exchange value of the

pound, sufficient to offset any fall in American prices and
incomes, is necessary to allow this policy to be successfully

carried out. But if there isjQargejmovement of short-term

funds from EnBiSia’Aroma, iFe exchange value of the

pound must depreciate more than this; the price of English

goods in America will fall more quickly than the price of
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American goods, and the price of American goods in England

will rise. In consequence English goods will compete more
strongly with American goods both in American and English

markets. The consequent increase in English^ exppi:ts«aa<d

fall in her impdrfi is necessary in order to finance th^ move-
ment of short-term funds to America; but it is unnecessary

in order to preserve full employment in England, since full

employment is being preserved by the English internal mone-
tary policy. In America, however, the slump will be intensi-

fied, because American producers will lose part of their

markets to English producers. If, however, the speculative

movement of short-term funds to America were avoided,

English goods would not compete any more strongly with
American goods, and the slump in America would not be
intensified.

When one country alone is successfully adopting an internal

monetary policy designed to preserve a high level of employ-

ment, there is a strong case for the control by it of the amount
of capital lent abroad on long-term as well as of the move-
ment of short-term funds. Suppose that the long-term rate

of interest in America and in England is 5 per cent, and that

a slump starts in both countries. If England by her monetary
policy reduces the rate to 3 per cent, to avoid the slump,

while America does not reduce the rate from 5 per cent, and
suffers a slump in consequence, there will be an increase in

the purchase of dollars with pounds due to the sale of English

securities with a 3 per cent, yield in order to purchase Ameri-

can securities with a 5 per cent, yield. This increase in

long-term foreign lending will have the same effects as the

increase in short-term foreign lending, which we have just

examined.

exports must rise and her imports fall, and to bring this

about the pound will depreciate to an extent more than

sufficient to offset the fall in American prices and incomes.

This will cause an unnecessary fall in the English real wage-

rate, and by enabling English goods to compete on better

terms with American goods will intensify the slump in
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America, We shall argue in Chapter VI of this Part that

from the international point of view capital should always be

allowed to flow’ from a country in which its real yield is low

to one in which its real yield is high. But the free movement
of capital from a country in w^hich the real yield on capital

is low to a country in which monetary policy has failed to

lower the rate of interest in conformity with the true yield

on new capital development, will merely lower standards of

living by raising the price of imports in the first and by

intensifying the slump in the second country.

The principles upon which any control of capital move-

ments should be exercised are clear. All movements of short-

term funds, which are taking place simply to profit from

expected alterations in the rate of exchange, should be pre-

vented. It will be the duty of the monetary authority which

is exercising the control to judge what movements of short-

term funds fall into this category. In the case of long-term

capital movements the criterion is somewhat more difficult.

object is to prevent the export of capital on long-term

to any country in which the. rate of interest has not been

sufficiently reduced by internal policy to prevent a slump.

In practice this decision must be somewhat arbitrary; its

effect will be to prevent large increases in foreign lending,

which would otherwise occur during a world slump if inter-

est rates are reduced at home to prevent unemployment but

remain high abroad.

The net amount lent abroad by any country can be con-

trolled by an Exchange Equalization Fund. In England an
Exchange Equalization Fund was set up under the control

of the Treasury to prevent speculative movements of short-

term capital from affecting the exchange value of the pound.
The Fund was enabled to borrow through the sale of Treasury
Bills up to £350 millions, i.e. the Fund could obtain pounds
by selling government securities to the public or to the banks
up to a limit of 3^350 millions. These pounds could be used
to purchase gold or foreign money; and the fund could
subsequently sell for pounds any gold or foreign money,
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which it had so obtained. Thus the Exchange Equalization

Fund on the one hand holds a certain amount of gold or

foreign money, and on the other hand has the power to

borrow pounds equal to ^350 millions minus that part of

this 3^350 millions which it has already borrowed to pur-

chase gold or foreign money. The Fund can prevent any

movement of short-term funds from affecting the rate of

exchange between the pound and foreign currencies. If an
Englishman buys 3^100 worth of dollars from the exchange

dealers to lend on short-term in America, this extra purchase

of dollars tends to depreciate the value of the pound
;
but if

at the same time the Exchange Equalization Fund buys 3^100

from the exchange dealers with part of its holding of dollars,

there will be no depreciation of the pound. The Englishman
lends £100 abroad, but the Exchange Equalization Fund
offsets this by diminishing its holding of dollars in order to

hold 3^100 more in pounds. Conversely, if Americans lend

more on short-term to England and purchase pounds for

this purpose, the Exchange Equalization Fund, by buying

dollars with pounds, can prevent an appreciation of the

exchange value of the pound. The Exchange Equalization

Fund was not intended to prevent an appreciation or depre-

ciation of the pound which was due to fundamental changes

in the Balance of Payments
;
it was intended simply to prevent

speculative short-term movement of funds from causing

unnecessary movements in the exchange rates.

This method of control is subject to two criticisms. In

the first place the government risks losing considerable sums
on the exchange operations involved. Suppose that to offset

a movement of funds to England the Fund bought dollars

at I4 for 3^1, when the equilib^rium rate of exchange was near

this figure. If subsequently prices and incomes rise in

America so that the equilibrium rate of exchange moves to

$5 for £i and the Fund then has to sell dollars for pounds

to offset a movement of funds from England, the Fund will

lose. The Fund will make a profit if it has to buy dollars

when they are cheap and to sell them when they are expensive
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in terms *of pounds. But if speculators are intelligent in their

expectations of the way in which the equilibrium rate of

exchange is likely to change, the Fund is bound to make a

loss : for speculators will move funds from a currency that

will depreciate to one that will appreciate, and in order to

prevent an alteration in the rate of exchange before it is

necessary, the Fund must purchase the currency that is

about to depreciate in value.

A more serious criticism of this method of control is that

it cannot be effective if there is a very considerable movement
of short-term funds. If the Fund is holding only ;£ioo mil-

lions worth of foreign money, at a time when people wish

to move more than £ioo millions of short-term funds abroad,

the Fund cannot prevent this movement of short-term funds

from having some effect upon the rate of exchange. For

when it has sold all its foreign money, it can exercise no

further control. If it is certain that England by her internal

policy will prevent her prices and money incomes from falling

and if a considerable slump has started abroad, it will be

certain that the pound will sooner or later depreciate con-

siderably. In these circumstances the amount of funds moved
abroad might be very large, and the Exchange Equalization

Fund might not hold sufficient foreign money to prevent the

pound from depreciating more quickly than was necessary

to preserve equilibrium in the normal items in the Balance

of Payments.

The only certain method of controlling the volume of

foreign lending is by the monopolization of exchange dealings

in the hands of some central monetary authority, such as the

Central Bank. If this method were adopted in England, the

Bank of England would hold a reserve of foreign money or

of gold which could be sold for foreign money, and would
then fix a rate of exchange between die pound and foreign

money, which it considered would put the English Balance
of Payments in equilibrium without any speculative move-
ments of short-term funds. At this rate of exchange it would
allow the purchase and sale of foreign money in unrestricted
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amounts for the purposes of import and export of goods and
services, for the payment of interest on debt, tourist expendi-

ture, and all other current items in the Balance of Payments.

But it could disallow any purchase or sale of foreign money
for the movement of short-term funds or for ‘abnormal’

movements of long-term capital. If it had in fact chosen the

correct rate of exchange, it would then find that the amount
of pounds which it received from customers desiring to

purchase foreign money for approved purposes was just

equal to the amount of pounds which it paid out to foreigners

wishing to purchase pounds for approved purposes. Its

holding of foreign money would therefore be unchanged.
If, however, it had fixed the exchange value of the pound
at too high a figure, its customers would purchase less pounds
from it for foreign money than they sold to it for foreign

money, and its balances of foreign money would fall. In

these circumstances it would revise the fixed rate of exchange

and would offer less foreign money per pound. The Central

Bank would concentrate on its internal policy, would allow

all purchases and sales of foreign money for approved pur-

poses, and by a process of trial and error would adjust the

rate of exchange with other currencies to the rate which
kept the Balance of approved Payments in equilibrium.

To make the control of capital movements complete,

further powers would be necessary besides the monopoliza-

tion of foreign exchange dealings in the hands of a single

authority; for there are ways in which people can
move funds abroad without pnj;chiia^ing foreign ,

An Englishman who obtains his income in foreign money
can lend money abroad by refraining from purchasing pounds
with this money. English exporters or English owners of

foreign securities can lend money abroad by refraining from
purchasing pounds with the foreign money obtained from
the sale of their goods or received as interest on their capital.

In order to control the volume of foreign lending the central

monetary authority must have the legal power to force such

persons to sell this foreign money to it for pounds at the
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current rate of exchange. Information about the income

received from foreign sources should not be impossible to

obtain. For the customs authorities can inform the relevant

authority of the value of all goods exported. And the income

tax authorities for the purpose of taxing income derived from

foreign investments already collect information about the

foreign securities owned by Englishmen.

In carrying out this policy the Central Bank would prob-

ably allow the purchase and sale of foreign money at the

current rate of exchange through agents, and for this purpose

the ordinary commercial banks might operate as agents of

the Central Bank. The commercial banks would probably

co-operate in applying this control as agents of the Central

Bank, in such a way as to prevent all capital movements

which were not approved. But if they would not co-operate

fully for this purpose, this would provide a reason for

their socialization, which was discussed in Chapter IV of

Part I.

If a country which is not on the gold standard has to face

an unemployment problem at home, it can raise its money

incomes and prices by the means discussed in Part I. If

other countries are not at the same time adopting a similar

policy of internal expansion, this will cause some increase

in its imports from abroad and some fall in its exports,

unless the exchange value of its currency depreciates

sufficiently to offset the rise in its prices and incomes.

We have argued that countries which are not on the gold

standard should attempt to cure unemployment at home by

these means, and should allow the exchange value of their

currencies to depreciate by an amount just sufficient to

keep their Balance of Payments in equilibrium. Such a

policy will have no adverse effects upon the trade of other

countries
;
for if England, for example, allows the exchange

value of the pound to depreciate, as English prices and money
incomes rise, this will not restrict the markets of other

countries. The exchange depreciation of the pound will only

prevent an increase in English imports and a fall in her
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exports, which would otherwise have occurred because of the

rise in prices and incomes in England.

But a country which was not on the gold standard might
attempt to cure unemployment by depreciating the exchange
value of its currency by more than was necessary to offset

any rise in its internal prices and incomes, in order thereby

to increase its exports and to restrict its imports so that it

obtained markets at the expense of foreign countries. Sup-
pose that the English Balance of Payments is in equilibrium,

but that England depreciates the exchange value of the pound
without at the same time raising her prices and incomes at

home by internal monetary expansion. The money demand
for English goods will increase, because foreigners will buy
more English exports and because Englishmen will buy less

foreign and more home-produced goods. This increase in

expenditure on English goods will cause their price to rise

and employment will increase in England both in the export-

ing industries and in the industries which produce goods
previously imported. Such a depreciation in England’s ex-

change rate might be brought about in a number of ways.

The English Exchange Equalization Fund might purchase

foreign currencies with pounds, although there was no move-
ment of short-term funds to offset. This is equivalent to a

movement of short-term funds abroad manipulated by the

English government in order to depreciate the exchange

value of the pound to increase the English favourable Balance

of Trade. Or if England were on the gold standard, by raising

the buying and selling price of gold in terms of pounds at a

time when her Balance of Payments is already in equilibrium,

she could depreciate the exchange value of the pound in such

a way that her favourable Balance of Trade increased. The
expansion in English exports and contraction in her imports

would in this case be financed by an import of gold. This

flow of gold must in the end be stopped by a rise in English

money prices and incomes and by a fall in money prices and
incomes in other countries; and in this case England will

have achieved an expansion of her own internal purchasing
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power at the expense of a similar fall of purchasing power in

other countries.

It is not to be denied that such action can cure unemploy-

ment in England, if other countries do not retaliate. But

there are three reasons why this method of curing unem-

ployment should be avoided. First, it will almost certainly

be made ineffective by foreign retaliation. If England begins

by such methods to depreciate its exchange rate and to flood

the world markets with its exports and to restrict its market

for imports, other countries will almost certainly retaliate

by devaluating the gold value of their currencies (i.e. by

raising their buying and selling prices of gold), or by setting

up Exchange Equalization Funds to depreciate their curren-

cies as quickly as, or more quickly than, England, or by

imposing special tariffs on English goods. In this case there

will be no net extension of the markets for English goods.

Secondly, if retaliation does not take place and England does

succeed in diminishing unemployment by this means, there

will be an unnecessarily large fall in the English real wage-

rate. For the method consists in raising the price of

imported goods by depreciating the exchange value of the

pound without any primary rise in its own money incomes

to offset the rise in the price of imports. Thirdly, if the

method is successful, it will cure unemployment in England

at the expense of creating unemployment in other countries.

For the increase in English exports and fall in her imports

will take place at the expense of the markets for foreign

products. For these reasons each country should meet its

unemployment problem by internal monetary expansion and

by allowing that depreciation in the exchange value of its

currency which is necessary to preserve equilibrium in its

Balance of Payments, rather than by measures designed to

manipulate an increase in its favourable Balance of Trade,

which may enable it to expand at the expense of other

countries.



IV

INTERNATIONAL TRADE

WE have now to examine the theory of international

trade in order to see how such trade should be regu-

lated. The theory of trade between nations differs from the

theory of trade within a nation. In the case of internal trade,

the factors of production will sooner or later move to those

districts and occupations in which the rewards are highest,

whereas the movement of the factors of production between
nations is not free. The movement of labour between nations

is hindered not only by the cost of such movement, but also

by language barriers and ties of sentiment. The movement
of capital between nations is less restricted; but it is to some
extent because of ignorance on the part of investors and
because the ownership of capital in a foreign land involves

greater risks.

JTn thfi befit distrihutinn jof

If there were
free movement of factors between nations, there would be
nothing more to add. Factors of production should move
from those nations in which the value of their marginal

products was low to those nations in which it was high.

But if the factors of production cannot move freely while

their products can be imported and exported, we have to

decide how the factors of production can be distributed

among different occupations within a nation in order to

achieve the greatest advantage from international trade in

commodities.

Let us see how any one country can obtain the maximum
advantage from international trade. Suppose that in England
the marginal cost of producing a loaf of bread is 6d. and the

marginal cost of producing a pound of tea is 2S. This means
that England by producing one less pound of tea can release
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factors valued at 2S. and can therefore produce 4 more loaves

of bread. Suppose that in France a loaf of bread is sold

for 4 francs and a pound of tea is also sold for 4 francs
;
this

means that by selling one loaf of bread in France enough

money can be obtained to purchase one pound of tea. It

follows therefore that if England gives up the production of

one pound of tea in order to produce 4 loaves of bread, she

can sell these 4 loaves of bread in France and obtain thereby

sufficient French money to purchase 4 lb. of tea. By this

means England can obtain 3 extra lb. of tea. In these cir-

cumstances England should concentrate on the production

of bread, should export bread and obtain her tea by import

from France
;
for she can obtain more tea by this means than

by using some of her factors at home to produce tea instead

of bread.

This does not necessarily mean that England should aban-

don the production of tea entirely. For as she produces

more bread and less tea, the marginal cost of producing bread

may rise and that of producing tea may fall. If the marginal

cost of producing bread has risen to and of producing

itea has fallen to then England can only produce one more
loaf of bread by producing one less lb. of tea

;
and if the price

in France of bread and tea is 4 francs, she can only obtain

I lb. of tea for each loaf of bread exported. In these circum-

stances there is no gain to be derived from any further move-
ment of the factors from producing tea to producing bread.

It can be seen from this that England will obtain the maxi-
mum advantage from international trade, if the factors of

production in England are distributed among the production

of the different importable and exportable commodities in

such a way that the ratio between the marginal costs of

these commodities in England is the same as the ratio be-

tween the prices of these commodities in foreign markets.

If there is perfect competition in England and if England
adopts a free-trade policy, this condition will be fulfilled.

In conditions of perfect competition commodities will sell at

prices which are equal to their marginal costs of production,
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as we have shown in Chapter I of Part II. Therefore, if the

marginal cost of tea were four times as great as the marginal

cost of bread in England, while the price of French tea was
the same as the price of French bread, bread would be ex-

ported from England to obtain tea from France. An English

merchant could sell a loaf of bread in France for the price of

a pound of tea, and could then sell this pound of tea in Eng-
land for the price of 4 loaves of bread. He would therefore

make a profit equal to the price of 3 loaves of bread. Such
trade would be continued until the ratio between the price

of tea and bread in England—and so also the ratio between
the marginal cost of tea and bread in England—^was the same
as the ratio between the price of tea and bread in France.

Whether the two countries are on the gold standard or on
independent monetary standards, it will pay English people

to export bread and import tea, as long as the ratio between
the cost of tea and the cost of bread in England is higher than

the ratio between the price of tea and the price of bread in

France.

This fundamental advantage from international trade can

be obtained by England, even if there is not perfect competi-

tion in England. We have argued in Chapters VII and VIII

of Part II that in the absence of perfect competition some
form of public control of industry is desirable, in order that

the different commodities may be made to sell at prices

which are in the same ratio as their marginal costs. As long

as some control over monopolistic industries is exercised, so

that the prices at which goods sell in England are in propor-

tion to their marginal costs of production, England can

obtain the full advantages of international trade. This she

will do by exporting commodities as long as the foreign

price is higher than the English cost of producing them, and

by allowing the free import of commodities so long as the

foreign price is lower than the English marginal cost of

producing them.

This fact has an important implication for the policy of

countries in which industries are socialized. We have argued

4284 z
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in Chapter VIII of Part II that in this case there should be a

free consumers’ market in the purchase of commodities, so

that the prices offered for different goods measure their

marginal utilities, and that commodities should be sold by

socialized industries at prices equal to their marginal costs

of production. It was argued that this policy would maximize

internal production and satisfy consumers’ needs most fully.

We may now add that if at the same time a free-trade policy

is adopted, the country will obtain the maximum advantage

from international trade. The free-trade principle applied to

socialized industries involves

(1) allowing consumers to purchase freely from abroad;

(2) the sale by socialized industries of their products at

the same price at home and in foreign markets, i.e.

at prices equal to marginal costs

;

(3) the purchase by socialized industries of their raw

materials from home or abroad according as the home

or the foreign price is lower; and

(4) the adjustment of the money exchange rate with other

countries or the raising or lowering of all money
prices and wage-rates at home on the principles dis-

cussed in the last two chapters, until with the free

import and export of commodities the Balance of

Payments is in equilibrium.

If this is done, there will only be equilibrium when the

factors of production in England have moved to the produc-

tion of those commodities, from which consumers’ needs

can be best satisfied whether by internal or international

trade. It is important therefore to realize that a countiy in

which industries are socialized can choose a free-trade policy

equally as well as a laissez-faire community, and that exactly

the same advantages will result in both cases.

This is the fundamental argument in favour of Free Trade.

If the ratio between the marginal costs of two importable and

exportable commodities in England is different from the

ratio between their prices in foreign markets, England can

obtain more of the one commodity without having less of the
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Other by importing the commodity whose marginal cost in

England is relatively high and by financing these imports

through the export of the commodity whose marginal cost

in England is relatively low. It is. to be observed .that this

argument for a free-trade policy in England does not depend
upon the assumption of a free-trade policy in other countries.

If the price at which English merchants can sell bread in

France is 4 francs, this may be due to the fact that the marginal

cost and so the price of bread is 4 francs in France, and that

France is adopting a free-trade policy. But it may equally

well be due to the fact that the marginal cost and price

of bread in France is 6 francs, and that France imposes an
import duty of 2 francs on each loaf of bread, so that the

English exporter obtains only 4 francs for each loaf, for which
the French consumer pays 6 francs. But if the prices at which
an English merchant can sell bread in France and obtain tea

from France are both 4 francs, while in England the marginal

cost of bread is greater than the marginal cost of tea, England
can gain by importing tea and exporting bread. It makes no
difference to the gain obtained by England whether these

price ratios in France are due to Free Trade or to Protection

in France.

While the fundamental argument for Free Trade in any
country rests upon national considerations, which are not

dependent upon the adoption of Free Trade by any other

country, there is an international loss—i.e. a loss when we
consider the interests of the world as a whole—so long as

any country does not adopt a free-trade policy. We can show
this by means of an example. Suppose that in France the

marginal cost of producing a loaf of bread and of producing

a pound of tea is 4 francs, while in England the marginal

cost of producing a loaf of bread is 6rf. and of producing a
pound of tea zs. These figures are shown in columns A and
C of Table XIII. Since the marginal cost of a loaf of bread

is the same as the marginal cost of a pound of tea in France,

by producing i less loaf of bread France can produce i

more pound of tea. In England, however, the marginal cost
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of a pound of tea is four times as great as the marginal cost of

a loaf of bread, so that by producing i less pound of tea

England can produce 4 more loaves of bread. It follows there-

fore, as is shown in columns B and D of Table XIII, that if

France produces i more pound of tea and England i less pound

of tea, the total output of bread may be increased by 3 loaves,

since France will have to produce only i less and England

Table XIII

The Ratio between the Marginal Costs ofTwo Commodities

differs in Two Countries

A
Marginal '

cost in

France

B
Change in

output in

France

C
Marginal
cost in

England

D
Change in

output in

England

Loaf of
bread 4 francs — I 6d. +4

Pound of
tea 4 )> + l 2S. —1

can produce 4 more. If, however, both tea and bread can

be imported and exported, both countries could have the

same amount of tea and more loaves of bread. This
result would be achieved if France produced i less loaf of

bread in order to produce i more pound of tea to export to

England, and if England produced i less pound of tea in order

to produce 4 more loaves of bread and exported of them
to France in exchange for the imported pound of tea.

But if the ratio between the marginal costs of tea and of

bread is the same in both countries, no gain can be obtained

from international trade. Such a situation is illustrated in

Table XIV, where in France the marginal cost of tea is 6

francs and of bread is 3 francs, while in England the marginal
cost of tea is 6d. and of bread is ()d. In both countries

now the marginal cost of tea is twice as great as the marginal
cost of bread. In these circumstances no increase in the total

output of bread is possible without a diminution in the total

output of tea. If i more pound of tea is produced in France,
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2 less loaves of bread must be produced there; while the

production of i less pound of tea in England allows the pro-

duction of only 2 more loaves in England.

In order therefore that the total world output of exportable

and importable commodities should be maximized, in the

sense that it shall be impossible for any country to have more
of one of these commodities without any..jother couM

Table XIV
The Ratio between the Marginal Costs ofTwo Commodities

is the same in Two Countries

A B C D
Marginal Change in Marginal Change in

cost in output in cost in output in

France France England England

Loaf of
bread

Pound of
3 francs Od. + 2

tea 6 „ + i IS, 6d,
j

— I

having less of any other^commodity . the factors of production

in each country must be concentrated on the production of

those exportable and importable commodities, for which
the marginal costs of production are relatively lowest. This

result will automatically be brought about if in all countries

all commodities are sold at prices equal to their marginal

costs and if there is Free Trade between them. For as long

as the ratio between the marginal cost of tea and that of

bread were higher in England than in France, merchants

would purchase the relatively cheap bread in England, would

sell this bread in France to purchase tea, and would sell this

tea in England for a price greater than that which they had

paid in the first place for the English bread.

This argument must, of course, be restricted to exportable

and importable commodities, and does not apply to commodi-
ties such as houses and fresh milk which cannot be trans-

ported. In as far as such goods are concerned, the arguments

of Part II apply without modification or extension. Suppose



34z international TRADE

that the marginal cost of milk and of tea is the same in

France and that the marginal cost of tea is four times as

high as the marginal cost of milk in England. If France

produced i less unit of milk and so i more unit of tea, while

England produced i less unit of tea and so 4 more units of

milk, the two countries together would have the same amount

of tea and 3 more units of milk. But if milk could not be

transported from England to France, there would not neces-

sarily be any advantage in this change. Neither country

could obtain more of one commodity without having less of

the other; and each will obtain the maximum advantage from

internal trade in milk and tea, if these goods are sold at prices

equal to their marginal costs in a free consumers’ market.

The arguments of this chapter imply nothing about the

absolute efficiency of the factors of production in England

and France. In Table XIII the marginal cost of bread and

of tea is the same in France, while in England the marginal

cost of tea is four times as great as the marginal cost of bread.

This says nothing about the absolute height of real costs in

either country. It might be that in France 8 more units of

labour, land, and capital would be needed to produce another

loaf of bread or another pound of tea, whereas in England

only I more unit of labour, land, and capital would be needed
to produce another loaf of bread and only 4 more units of

labour, land, and capital would be needed to produce another

pound of tea. It would still be true that the marginal costs

of bread and tea were the same in France, and that the

marginal cost of tea was four times the marginal cost of

bread in England. Both countries could still gain, if France

produced tea instead of bread, and England produced bread

instead of tea. England would be importing from France a

commodity, which she could make twice as cheaply as France,

and exporting a commodity she could make eight times as

cheaply as France. If the factors of production could move
from France to England, the result would be quite different.

French factors of production would migrate to England to

produce both tea and bread, since the marginal product and
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SO the reward of the factors is greater in England in both

occupations. For this reason internal trade—^where the fac»

tors of production will move to the occupation in which their

real reward is highest—is said to depend upon differences

in absolute costs, while international trade—^where the factors

of production cannot move—^is said to depend upon differ-

ences in comparative costs, i.e. upon differences in the ratio

between the costs of commodities in different countries.

We have shown that if the ratio between the marginal

costs of producing two commodities is different in two
countries a gain can be obtained, if each concentrates on the

production of that commodity in which its marginal cost is

relatively low.^ But we have not yet shown which country

will obtain the greater part of this advantage. The distribu-

tion of the gain from trade between England and France,

for example, can be measured by the Terms of Trade between
them, i.e. by the amount of imported goods which England
obtains for each unit of her exports. In Table XIII it is

assumed that before trade takes place i lb. of tea costs i loaf

in France, whereas i lb. of tea costs 4 loaves of bread in

England. When England exports bread and imports tea,

she will gain so long as she has to pay less than 4 loaves for

each pound of imported tea, and France will gain so long as

she obtains more than i loaf for i lb. of tea. The terms of

trade which allow both countries to gain lie between i loaf

for I lb. of tea and 4 loaves for i lb. of tea. If i lb. of tea

is exchanged for loaves of bread, England will obtain

much and France little of the gain. Whereas if the terms of

trade are loaves of bread for i lb. of tea, France will gain

much and England little.

When trade starts, England will sell bread to France and
France will sell tea to England. The price of tea will fall

in England, as English people have more tea; and the price

of bread will fall in France, as Frenchmen have more bread.

The terms oftrade will be favourable to England, if as French-

men have more bread they offer only a slightly lower price

for bread, and if as Englishmen have more tea they offer a
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much lower price for tea. For if the price of bread falls only

slowly in France but the price of tea falls quickly in England,

England will be able to obtain a large amount of tea for each

loaf of bread exported to France.

The terms of trade will become more favourable to a

particular country,

(a) if tastes change so that its nationals spend less on

imports or so that the foreigner's demand for its

exports increases;

(b) if the country in question receives more interest or

tribute from abroad or pays less to foreign countries;

and
(c) if the country in question borrows more from abroad

or lends less abroad.

If, for example, tastes change in England so that there is a

fall in the English demand for imported goods, the English

demand for foreign money will fall below the foreign demand
for English money, since English people will be purchasing

less foreign money to buy foreign goods. If England is on

the gold standard, gold will flow to England from other

countries; and equilibrium in England’s Balance of Payments

will be restored only when English prices have so risen and
foreign prices have so fallen, that the consequent rise in

English imports and fall in her exports has made the English

demand for foreign money equal again to the foreign demand
for English money at the fixed rate of exchange. But in this

new position England will be obtaining her imports at a

cheaper price and will be selling her exports at a higher

price
;
for it is only because of the rise in price of English

goods relatively to the price of foreign goods that England is

importing more again and exporting less. In other words,

England will be obtaining more imports per unit of exports,

and the terms of trade will have moved in her favour. An
increase in the foreign demand for English goods, the receipt

by England of more interest or tribute from abroad or the

payment by England of less money on these accounts, the

borrowing of more money from abroad or the lending of less
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money abroad by England—any of these changes will either

increase the foreign demand for English money or reduce

the English demand for foreign money, and will therefore

cause a flow of gold to England. This flow of gold can only

be stopped by a rise in English prices and a fall in foreign

prices, i.e. by a movement of the terms of trade in England's

favour.

These same changes will also cause the terms of trade to

become more favourable to England, if England is not on the

gold standard. 4 reduction in the English demand for

foreign goods, for example, will as before cause the English
demand for foreign money to fall below the foreign demand
for English money. In this case the Balance of Payments will

be brought into equilibrium by an appreciation of the ex-

change value of the pound, which will make the price of

foreign goods lower in England and the price of English

goods higher in foreign countries. The appreciation of the

exchange value of the pound will continue until English

exports are so restricted by the rise in their price in foreign

countries and English imports are so increased by the fall

in their price in England, that the Balance of Payments is

again in equilibrium. The terms of trade will have moved in

England's favour. The price in pounds of English goods
^

has remained unchanged, while the price in pounds of foreign

goods has fallen, so that England is obtaining more imports

per unit of exports. And similarly, an increase in England's

net receipts of interest or tribute from abroad, or a diminu-
tion in her net lending abroad, will also cause the exchange

value of the pound to appreciate, so that the terms of trade

move in England’s favour.



V
FREE TRADE AND PROTECTION

I
N this chapter we shall see to what extent the fundamental

argument for Free Trade, presented in the last chapter,

must be modified by the arguments, which can be brought

forward in favour of a policy of Protection. There are five

such arguments which we shall examine:

(1)

that by imposing a tariff a country can move the terms

of trade in its favour;

(2)

that by means of a tarific a country can tax the

foreigner

;

(3)

that a tariff is useful to protect infant industries

;

(4)

that by protecting its industries a country can diminish

unemployment at home ;
and

(5)

that a country should protect its industries against

the competition of cheap foreign labour.

1. We stated at the beginning of the last chapter that the

argument for Free Trade was a purely national one, since

England, for example, would herself gain by adopting Free

Trade whatever policy was adopted in other countries. We
argued that if England could sell a loaf of bread in France

for 4 francs and could buy a pound of tea from France for

4 francs, Englishmen would gain by exporting bread and
importing tea, so long as the marginal cost of bread were
lower than the marginal cost of tea in England ; and this gain

would be automatically achieved by Free Trade in England.

But this argument assumed that the price at which England
could sell bread and purchase tea in France would remain

4 francs, however much or however little England traded

with France
;
or in other words, we assumed that the terms

of trade were fixed at i loaf of bread for i lb. of tea.

But the imposition of a tariff on imports may move the

terms of trade in England’s favour, if other countries do not
retaliate by raising tariffs. If England puts a tariff on com-
modities imported from France, the immediate effect is to
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raise the price of French products to English consumers
without raising the price which France obtains for her
exports. The difference between these two prices is caused

by the import duty, and provides a revenue for the English

government. England’s demand for French commodities
will fall in consequence of the rise in their price to English

consumers
;
and a smaller total amount will be paid to French-

men for their exports to England. If England and France are

both on the gold standard, gold will flow to England, English

prices will rise, and French prices will fall; or if England
is not on the gold standard, the pound will appreciate in

value in terms of the franc, so that the price of English exports

rises in France and French products are offered by French-
men at a lower price in pounds in England.

In either case England receives more French commodities

per unit of her exports to France. This does not, of course,

mean that the price of French products will be lower to

English consumers than before the imposition of the tariff;

for the duty itself will raise the price of French products in

England. But the price in pounds which Frenchmen receive

for their products will be lower; and the difference between
this price and the price of French products to English con-

sumers will go to the English government as an extra revenue.

In as far, therefore, as the imposition of the English tariff

enables England to obtain more French products per unit

of her exports, English people do gain by the tariff. For
although English consumers are paying a higher price than

before for French products, the Frenchman is receiving

a lower price in pounds for these goods and the difference

accrues to Englishmen in the form of a reduction of other

taxes or in the form of increased expenditure by the English

government.

But we cannot conclude that England will necessarily

gain by the imposition of the tariff. It is true that for every

unit of French products still imported, England is exporting

less than before. But it is also true that the total volume of

English imports and exports will be smaller than before.
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England is importing less because of the duty on these im-

ports, and is exporting less, because the English Balance of

Payments has only been adjusted by means of a rise in the

price of English goods in France, which causes France to

purchase less from England. On every unit of her goods

exported in return for French products England is making a

larger gain than before
;
but she is exporting less of her goods.

She is therefore making a larger gain per unit of trade on a

smaller volume of trade. If the increased gain per unit o£

trade (i.e. the movement in the terms of trade) is small but the

diminution in the volume of trade is large, England will lose

by the imposition of the tariff. If the gain per unit of trade

is large and the diminution in the volume of trade small,

she will gain by the imposition of the tariff.

England will therefore lose by the imposition of a tariff

if a slight rise in the price of English goods in France causes

French people to reduce their purchases of English goods

considerably, and if a slight fall in the price offered by Eng-

land causes a large diminution in the amount of goods which

Frenchmen will offer for sale in England. For in these

circumstances there will be a considerable reduction in the

volume of trade with only a small movement of the terms of

trade in England’s favour. Jf France can obtain from other

countries or by her own manufacture the goods which she

is importing from England, and if France can sell in other

markets the goods which she is exporting to England or can

easily turn her factors of production from the production of

exports for England to the production of something else for

other countries or for her own use, the price of English

goods in France will not rise much and the price at which
France offers goods to England will not fall much.

If England is a small country and France is a large

country—^wHch will be true if France stands in our example
for the rest of the world with which England is trading—^these

conditions are likely to be fulfilled. For there will be other

sources of supply open to the rest of the world for goods
which were being bought from England. And if England is
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small in relation to the rest of the world, any diminution in

England’s demand for foreign goods due to the imposition

of the tariff would cause only a relatively small fall in the

total world demand for those goods, so that what was now no
longer sold to England could easily be absorbed at slightly

lower prices in the rest of the world market. England could

move the terms of trade considerably in her favour by means
of a tariff, only if she exported goods which other countries

must have but could not easily make for themselves, and if

she bought a large proportion of the world output of the

goods which she imported, so that those countries which
supplied England could not readily sell their products in

other markets without causing a large fall in the price. We
may conclude that if England can move the terms of trade

in her favour by imposing a tariff, she will gain something

by the imposition of a tariff, provided that the tariff is not so

high that the gain in the terms of trade is outweighed by the

loss in the volume of trade. The more easily England can

cause the terms of trade to move in her favour without losing

a considerable volume of trade, the higher is the tariff which
will bring her the maximum advantage. But only a low tariff

is justified by this argument, if a large loss of trade would
be caused by a small movement in the terms of trade in

England’s favour.

This argument holds good, only if other countries do not

retaliate when England raises her tariff. Just as England can

cause the terms of trade to move in her favour by imposing

a tariff on foreign goods, so foreign countries can cause the

terms of trade to move in their favour by imposing a tariff

on English goods. If England raises a tariff on imports from
France, which reduces the English demand for French pro-

ducts, France by imposing a tariff on English goods can

reduce the French demand for English goods. If the French

tariff just offsets the English tariff, there will be no flow of

gold between the two countries and no change in the rate

of exchange between their currencies; and the terms of

trade will remain unchanged.
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III this case it is certain that both England and France

wffi Be worse off after the imposition of the tariffs. For

suppose that there is an English tariff on tea imported from

France and a French tariff on bread imported from England,

and that the terms of trade between England and Franee are

3 loaves of English bread for i lb. of French tea. In this

case the price which France obtains from England for a pound

of tea is 3 times as high as the price which England obtains

from France for a loaf of bread. Since there is a tariff in

England on the import of tea, the price of a pound of tea to

English consumers will be more than 3 times—say it is 31-

times—the price of a loaf of bread, which means that

English consumers are still willing to give up as much as

3^ loaves of bread for another pound of tea. And since there

is a tariff in France on the import of bread into France, the

price of a pound of tea in France will be less than 3 times

—say it is twice—the price of a loaf of bread to French con-

sumers. This means that French consumers are still willing

to give up a pound of tea if they can get as much as 2 loaves

of bread for it. If both countries reduced their tariffs, so

that they undertook more trade in bread and tea at the same

terms of trade of 3 loaves of bread for a pound of tea, con-

sumers in both countries would gain on the additional trade.

For English consumers would get more tea at a price of 3

loaves for each additional pound of tea, though they are

willing to give loaves for each extra pound of tea
;
and the

French consumers would get 3 loaves more bread for each

additional pound of tea exported, though they are willing

to give up a pound of tea for 2 loaves of bread.

Agreements among nations to reduce their tariffs on each

other’s goods will invariably benefit each individual country,

if the tariff reductions made by each country are such that

the extra demand for each country’s goods is the same. In

this case the tariff reductions will cause no flow of gold and

no change in the rate of exchange between the currencies

of the different countries, so that there will be no change

in the terms of trade between them. Moreover, it is almost
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certain that any agreement among nations to reduce their

tariffs simultaneously will benefit each individual nation.

For each nation will gain from the increased volume of trade,

and the change in the terms of trade is unlikely to be large,

if they all reduce their tariffs at the same time.

We have seen that one country may gain by imposing a

tariff, if it can thereby change the terms of trade considerably

in its favour and if other countries do not retaliate by the

imposition of tariffs. But even in this case a net loss will be
inflicted on all countries taken together. If a single country

gains by imposing a tariff, other countries will lose more than

the single country gains. Suppose that there is an English

tariff on the import of French tea, while France allows the

free import of English bread, and that the terms of trade are

3 loaves of English bread for i lb. of French tea. Then in

France a pound of tea will be 3 times as expensive as a loaf

of bread, which means that French consumers would be

willing to give up i lb. oftea for 3 loaves of bread. In England,

since there is a tariff on the import of tea, a pound of tea

will be more than 3 times as expensive to consumers as a loaf

of bread. If a pound of tea is times as expensive as a

loaf of bread in England, English consumers would be willing

to give up 3^^ loaves of bread for an extra pound of tea.

A reduction in the English tariff would cause an increase

in the volume of trade, but would move the terms of trade

against England. Suppose that it would move the terms of

trade from 3 loaves of English bread for i lb. of French tea

to 31 loaves of bread for i lb. of tea. In these circumstances

both English and French consumers would gain on all the

additional trade. For England pays only 3I loaves for each

additional pound of tea imported, although English con-

sunxera .would give.3| loav^sTor aa extra pound of tea; and

France gets 3I loaves for each extra pound of tea exported,

although French consumers would give a pound of tea for

only 3 loaves.

But England may lose by reducing her tariff, because the

gain she gets by importing more pounds of tea at 3:| loaves
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per pound may be more than offset by the fact that she will

have to give 3^ instead of 3 loaves for each pound of tea,

which she is already importing, France on the other hand,

besides gaining on all the additional trade in tea, will also

gain on all the pounds of tea which she is already exporting,

for which she will now get 3J instead of 3 loaves of bread.

By the lowering of the English tariff both England and France

will gain on all the additional trade
;
while England will lose

and France will gain on all the existing trade. But the loss

of England on the existing trade is exactly equal to the gain

of France on the existing trade. In as far as England is giving

3^ instead of 3 loaves per pound of tea, France is getting

instead of 3 loaves per pound of tea on the existing trade

in tea. It follows that the gain to England and France on the

additional trade, caused by the tariff reduction, is a net gain

from the international point of view. We have alreaSyTliown

in the last chapter (pp. 339 to 341) that the world output of

importable and exportable commodities will be maximized,

only if all commodities are sold in all countries at prices equal

to their marginal costs and if there is Free Trade in these

commodities between the nations. To maximize the economic
well-being of the world Free Trade is therefore essential.

2 . The second argument for Protection is that a country

by raising taxes on its imports can force the foreigner to

contribute to its budget revenue. If England imposes a

tariff on imports from France, either the price of these

commodities must rise to English consumers by the amount
of the tax, in which case the English consumers bear the

burden of the tax, or else the price obtained by the French-
men for these commodities must fall, in which case the

Frenchmen is contributing to England’s tax revenue. As
we have shown, the price of French products will be signi-

ficantly reduced by the imposition of the English duty, only

if Frenchmen cannot easily sell these commodities in other

markets, cannot easily shift the factors to produce other
j

products, and cannot easily find alternative sources of supply

|

for the goods which are being bought from England. In|
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Other words, whether or not EngIaiid.is.ii3ha^{>o9kioH-40^

the foreigner depends upon whether nr not England,kia ^
position to turn the terms of trade in her favour by imposing
a tariff. This second argument for Protection is, therefore,

merely another way of stating the first argument for Protec-

tion, which we have already discussed at length.

3. It is argued that, a tariff can properly be imposed to

encourage an infant industry. We have shown in Part II

that there are certain industries, in which economies of

large-scale production
,
are, important. In these industries

the cost of production would be high, if only a small output

were produced, but could be lowered if the output were
considerably increased. It may well happen, for historical

reasons, that England is not producing a particular product,

which is being produced on a large scale in France. If this

product is one in which the economies of large-scale produc-

tion are important, it will not be profitable for English

producers to embark on its production on a small scale. But
if England were producing this commodity on a large scale,

its marginal cost in England might be so reduced that it

would really be advantageous to produce it in England. For
this reason, it is argued, the production of this commodity
should be protected, until the industry had been organized

on so large a scale behind the tariff that the product, when
sold at a price equal to its marginal cost, would compete
economically with the imports from France.

This argument is perfectly sound. If, however, by the

means suggested in Part II, Chapters VII and VIII, steps

are taken to ensure that every product is sold at a price equal

to its marginal cost, the protection of an infant industry need

only be temporary. For if, when the commodity is being

produced on a large scale in England, its marginal cost were

not reduced below the price of imports from France, the

industry should not have been protected. The protection

of an industry by means of a tariff is justified on this principle,

only if it is genuinely considered that when the industry

has once grown it will be able to compete with foreign
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products by selling at a price equal to its marginal cost. It

must, however, be remembered that, as we argued in Part II,

Chapter VII (pp. 183 and 184), the marginal cost of a com-

modity may remain below its average cost, when the industiy

is producing a sufficient output to satisfy the whole market.

In such cases it is proper permanendy to sell the commodity

at a price lower than its average cost by means of a permanent

subsidy or by socializing the industry and selling its product

at a loss. Both in internal and in international trade it is the

marginal and not the average cost, which should determine

how much of each commodity should be produced.

4 . The fourth argument in favour of Protection is that

it will diminish unemployment. In Part I it was argued that

unemployment could be cured if a rise in money prices and

incomes were brought about by monetary expansion without

a similar rise in money wage-rates. If this policy is adopted,

incomes will in itself

cause the demand forforeign goods to rise and the foreign

demand for the country's goods to fall. To maintain equili-

brium in the Balance of Payments the exchange value of the

country’s currency may be depreciated, as we argued in

Chapter III of this Part (pp. 323 to 325). But this exchange

depreciation is not necessary. The imposition of a tariff on
imports will also reduce the country’s demand for foreign

goods and so restore equilibrium to its Balance of Payments,

provided that the tariff is high enough and provided that

other countries do not retaliate. But there is nothing that a

tariff will do in these circumstances that cannot be done
equally well by allowing a depreciation of the exchange value

of the country’s currency. A 10 per cent, tariff on a country’s

imports and arc per cent rise in the amount of the country’s

money which must be given to obtain a given amount of

foreign money will both raise the price of foreign goods by
10 per cent., and will both, therefore, restrict the import of

foreign goods by the same amount. The imposition of a tariff

will dlow a country to adopt an internal policy of expansion
without a depreciation in the exchange vdue of its currency,
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and will therefore enable it to reduce unemployment by these

means without going off the gold standard. But unemploy-
ment could equally well be reduced without the imposition

of a tariff either by a general reduction in money wage-rates

accompanied by a monetary policy designed to prevent a

similar fall in internal prices and incomes, or by a monetary
policy designed to raise internal prices and incomes accom-
panied by a depreciation ofthe exchange value ofthe country’s
currency. Since these other means are compatible with the

maintenance of Free Trade, they are to be preferred if the

other arguments in favour of Free Trade are accepted.

The imposition of a tariff on imports to preserve equili-

brium in the Balance of Payments, at a time when a country

is expanding its money incomes and prices at home, will not

intensify unemployment in other countries. The imposition

of the tariff does not restrict the total markets for foreign

goods but only prevents the internal expansion from causing

an increase in the demand for the products of other countries.

But a tariff, imposed at a time when the country’s Balance

of Payments is already in equilibrium and unaccompanied

by a monetary expansion at home, may diminish unemploy-
ment at home at the cost of intensifying it elsewhere, just

as a manipulated depreciation of the exchange value of a

country’s currency, which is not necessary to offset a rise

of incomes and prices in that country, will intensify unem-
ployment in other countries, as we argued in Chapter III of

this Part (pp. 333 and 334).
^ ^

The imposition of a tariff in a single country without a rise

in its prices and money incomes, and without an appreciation

in the exchange value of its currency, will cause imports to

fall off without any immediate fall in exports. This will

diminish unemployment at home at the expense of employ-

ment in other countries by increasing the demand for home
produced goods at the expense of the demand for foreign

goods. The country imposing the tariff may prevent the

fall in its demand for foreign goods from causing an apprecia-

tion in the exchange value of its currency in either of two
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ways. It may remain on the gold standard, in which case the

increase in its favourable Balance of Trade will be financed

by an import of gold. In this case sooner or later the gold

flow will be stopped by a rise in its own prices and incomes

and by a fall in foreign prices and incomes, until its Balance

of Payments is in equilibrium again. But it will have raised

its own money prices and incomes at the expense of a fall in

the money prices and incomes ofother countries. If, however,

it is not on the gold standard, it may prevent an appreciation

in the exchange value of its currency by the use of an
Exchange Equalization Fund, which can purchase foreign

currencies to move short-term balances abroad as the pur-

chase of foreign currencies for the purpose of financing

imports falls off. In this case the country can maintain the

increase in its favourable Balance of Trade, so long as the

Exchange Equalization Fund continues to operate in this way.
If the fall in a country’s demand for imports is met neither

by an inflow of gold nor by an increase in its lending abroad,

the exchange value of its currency must appreciate until this

has caused a sufficient rise in imports and fall in exports for

the Balance of Payments to be in equilibrium again. If this

happens, the unemployment position in other countries will

not be worsened. For the appreciation in the exchange value
of the country’s currency will cause it to increase its demand
for foreign goods again and will cause foreigners also to

spend less on its goods and more on their own. This rise in

the demand for foreign goods will offset the fall in the demand
for foreign goods which was caused in the first place by the
imposition of the tariff.

To sum up : the best policy for a country to adopt to cure
unemployment is to raise its prices and money incomes by
monetary expansion and to allow the exchange value of its

currency to depreciate just sufficiently to keep its Balance
of Payments in equilibrium. This combines the advantages
of full employment with the advantages of Free Trade. If,

however, a countty wishes to cure unemployment by internal
monetary expansion but does not wish to allow the exchange
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value of its currency to depreciate, it should raise tariffs just

sufficiently to keep its Balance of Payments in equilibrium

as its prices and incomes rise. If, however, it should wish

for some reason or another to impose a tariff without any
accompanying internal monetary expansion, then, in order

to avoid intensifying unemployment in other countries, it

should allow the exchange v^ue of its currency to appreciate

sufficiently to keep the normal items in its Balance of Pay-

ments in equilibrium, and should not prevent this exchange

appreciation by lending more on short-term abroad or by
allowing a drain of gold from other countries.

5. It is sometimes argued that, while the case for Free

Trade is in general acceptable, yet a country should pro-

tect the standard of living of its inhabitants, if a particular

industry is undercut by the products of another country

in which the standard of living of the workers is very low.

To take an example, it may be argued that the Lancashire

cotton industry should be protected against the competi-

tion of Japanese cotton goods, because of the very low wages
of Japanese cotton operatives. A reduction in the price of

Japanese cotton goods—^whether it be due to low wages in

Japan or to great efficiency of labour in Japan—^will increase

the sale of such Japanese goods in Japan, in England, and in

other markets in which England was previously selling her

cotton goods. English exports will fall and her imports will

rise. In order to preserve equilibrium in the English Balance

of Payments together with full employment in England,

English money wage-rates may be reduced until England has

obtained sufficient foreign markets—either in the sale of

cotton goods again or in the sale of other English goods which
have become cheaper by the fall in English wage-rates

—
^to

replace the loss of markets to the Japanese, Or, alternatively,

the pound may be allowed to depreciate in terms of the

Japanese yen and of the currencies of other countries, until,

at the level of English prices which will give full employment
at home, the price of Japanese cotton goods and of other

foreign goods in England has so risen and the price of English
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cotton goods and other products in Japan and other countries

has so fallen that British imports and exports balance again.

By either of these means England can in part meet the

Japanese competition in cotton goods and in part expand the

markets for her other products, and can therefore preserve

full employment in face of the Japanese competition. But

in either case there may be a fall in the English standard of

living; for the fall in English money wage-rates, which is

necessary if England is to stay on the gold standard, or the

rise in the price of imported goods, caused by the deprecia-

tion in the exchange value of the pound, may be much more

serious than the fall in the price at which Japanese cotton

goods are offered to the English consumers. It is not to be

denied, therefore, that a reduction in the cost of Japanese

cotton goods may reduce standards of living in England. But

could England prevent this by imposing a tariff on such goods

instead of reducing her money wage-rates or depreciating

the exchange value of the pound?

The imposition of a tariff on Japanese cotton goods will

prevent an increase in English imports by keeping up the

price of cotton goods to English consumers, and will thus

enable England to preserve full employment at home with a

smaller fall in English money wage-rates or with a smaller de-

preciation in the exchange value of the pound than would

otherwise have been necessary. But from the point of view

of preserving full employment a tariff has this disadvantage:

it can only protect the English internal market, whereas a

reduction in English money wage-rates or a depreciation in

the exchange value of the pound will enable English goods

to compete on better terms with Japanese goods both in

England’s internal market and in her export markets. Since,

therefore, a tariff is a less effective method of preserving full

employment, it should be used only if England can thereby

turn the terms of trade considerably in her favour, or can

thereby prevent the terms of trade from moving considerably

against her, when the Japanese competition becomes more
keen. We have already examined at the beginning of this
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chapter the conditions in which this will be possible. If

England is in a position to turn the terms of trade consider-

ably in her favour by means of a tariff, this may be the best

means from England’s point of view to meet the Japanese

competition. But if England can gain in this way after the

intensification of the Japanese competition, she was probably

in a position to do so before, and should, therefore, have

already imposed the tariff.

There is, therefore, no special argument in favour of a

tariff to meet competition due to cheap foreign labour. For
the effect on England of a reduction in the price of foreign

goods is the same, whether this reduction in price is due to

cheap foreign labour, to great efficiency of labour in foreign

countries, to the subsidization by foreigners of their exports,

or to favourable natural conditions in foreign countries. And
since England can always preserve full employment by means
of a reduction in her money wage-rates or by a depreciation

in the exchange value of the pound, she can gain by a tariff

only if she can thereby turn the terms of trade considerably

in her favour. But this argument for a tariff exists, whether

wages are high or low in other countries.



VI

INTERNATIONAL MOVEMENTS OF LABOUR
AND CAPITAL

I
T has been pointed out in Chapter IV of tins Part (p. 33s)

that the theory of international trade is based upon

the assumption that the factors of production cannot move

from one country to another; and it was shown that this

assumption is to a large extent true. But movement of the

factors of production between nations is not always im-

possible, and we must therefore decide on what prmaples

such movements should be encouraged or prevented.

In the case of land we have no problem to discuss; for

land by definition includes all the natural resources in a

particular country, over which man has no power, and which

cannot, therefore, be transferred from one country to anoth^.

There remain for discussion the principles upon which the

movement of labour and capital between nations should be

regulated.

Let us suppose that in Englmd and France—^whether

because there is perfect competition in both countries or

because monopolistic conditions are controlled in both

countries on the principles suggested in Chapters VII and

VIII of Part II—all commodities are bought and sold freely

at prices equal to their marginal costs, and that each factor

is paid a reward equal to the value of its marginal product.

If in these circumstances labour obtains a higher real wage

in England than in France, it would hepossUile by transferring

labour from France to England to increase the welfare of the

labourer so transferred without diminishing the welfare of

any one else. For the reduction in the ouq^ut in France due

to the loss of the single worker is of less real value to that

worker than the increase in output due to his employment

in England. On this principle labour should be ^owed to

move freely from France to England until the real wage,

represented by labour’s marginal product in each country.
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was the same in each country. This principle must, of course,

be modified, on the principle discussed in Part II, Chapter

II (pp. 1 12 and 1 13), if it costs something to move labour

between the countries. Labour should move from France to

England, only if the excess of the real wage in England over

the real wage in France is more than suiEcient to compen-
sate for the cost of movement. Apart from legal restrictions on
the international migration of labour, which on the present

principle should be abolished, the movement of labour will

be hindered by the difficulty of obtaining capital to finance the

cost of movement, by ignorance of opportunities for employ-
ment in different occupations in different countries, and by
language difficulties. The principle of free international

migration of labour suggests that these hindrances should be
lessened by measures of the type, suggested in Part II,

Chapter VII (p. 173) in the case of movement within one

country.

The free movement of labour from France to England in

search of the highest real wage-rate might, however, be to the

detriment of labour already employed in England. Unless the

population in England is below the optimum, the marginal

product and so the real wage-rate of labour will fall in England
as the supply of labour increases

;
and unless the population

in France is below the optimum, the marginal product and
so the real wage-rate will rise in France, as the supply of

labour decreases. There will be a net advantage from the

international point of view, if labour moves from France to

England in search of a higher real wage. For the fall in the

standard of living of the people already in England will be

counterbalanced by the rise in the standard of living of the

people left in France; while the labourers transferred from
France to England will enjoy a rise in their standards, which
is, therefore, a net gain. From the international point of view

there is a further gain from this transfer of labour. Not only

will the transfer of labour increase, the total income of the

world, because labour moves to a country in which its

marginal product is greater; but the consequent fall in the
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Standard of living in England and rise in the standard of living

in France will cause the total income of the world to be

more equally divided. And for the reasons discussed in

Chapter I of Part III a rise in incomes in a country in which

the citizens are poor is likely to cause a greater increase in

satisfaction than an equal fall in incomes in another country

in which the citizens are rich.

We conclude, therefore, that, from the international point

ofview, free migration oflabour isgenerally desirable, whereas,

from the national point of view, free immigration is desirable

only if the national population is below the optimum. But

there is one condition in which the free migration of labour

will be undesirable from the international point of view as

well. Let us suppose that the marginal product and so the

wage of labour is higher in country B than in country A, but

that in country A the population always increases as long

as the standard of living is above the subsistence level. As
labour moves from country A to country B, the marginal

product and so the real wage of labour will rise in country

A and fall in country B. But if the rise in the standard of

living in country A simply causes the population to increase

in that country, the marginal product and so the wage of

labour in country A will fall again as more labour seeks em-
ployment there. In consequence, more labour will move from
country A, in which the marginal product of labour has fallen,

to country B in which there has been no further growth in

population. This further transference of labour will again

raise the marginal product of labour in country A and will

lower the marginal product of labour in country B. The rise

in the standard of living in country A will cause the popula-

tion to increase, will cause a fall in the marginal product of

labour in that country, will necessitate a further transference

of labour to country B and so will cause a further fall in the

marginal product of labour and in the standard of living in

country B. There will be no end to this process, until there

has been so great a growth of population in country A and so

great a transference of this population to country B, that the
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Standard of living in both countries has been reduced to the

same subsistence level, which allows no further increase in

the population of country A. Even from the strictly inter-

national point of view, therefore, free migration of labour

should be allowed only if a rise in standards in the

country from which labour is emigrating will not cause an
excessive and uncontrolled growth of population in that

country.

We have next to deal with the principles upon which the

movement of capital from one country to another should

be controlled. Suppose that in both England and France the

rate of interest offered for capital measures the marginal

product of capital in each industry, and that there is Free

Trade in commodities between England and France. If the

investment of £100 worth of machinery in France will bring

in a net annual return of commodities priced at £5, while the

investment of £100 in England will bring in a net annual

return priced only at £3, then—^from the international point

of view at least—^the £100 should be invested in France

rather than in England. The use of £100 more machinery

in France will add to the output of the two countries some-
thing which is more valued by French and English consumers
than the additional output due to the investment of £100
more machinery in England. For this reason if the yield

on capital is higher in France than in England, it h possible^

by the investment of capital in France rather than in England,

to raise standards of living in both countries. On this

principle the free movement of capital from country to

country in search of the highest yield should be allowed.

If in any country the government controls the supply of new
savings, it should lend abroad rather than at home, if the

yield on capital is higher. The free movement of capital

between countries may be hindered not only by legal restric-

tions, which on this principle should be removed, but also

by ignorance on the part of investors of the yields to be

obtained in different countries. Such ignorance might be

minimized by an international body performing the functions,
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which we suggested in Part II, Chapter VII (p. i74)j flight

be performed at home by a special body designed to give

authoritative judgement of the probable yields of investment

in different forms of capital.

But freedom to lend abroad will not always be to the

advantage of the people of the country in which the yield on

capital is relatively low. The lending of capital to foreign

countries may turn the terms of trade against the country

,

so that its citizens lose more by the movement in the terms of

trade than they gain by the higher yield on their capital. If

Englishmen lend more to France, England must increase her

exports or diminish her imports, until her favourable balance

of trade has increased by an amount sufficient to finance the

loan to France. If the French borrowers spend the money on

capital goods produced in England, English exports will

automatically increase by an amount sufficient to finance the

loan to France, and there will be no movement in the terms

oftrade against England. But if the money is spent on French

capital goods, then the loan ofmoney from England to France

will not automatically increase the demand for English goods.

If both countries are on the gold standard, gold will move

from England to France, the price of English goods will fall

and of French goods will rise, until English imports fall off

and English exports rise sufficiently to finance the loan. If

the two countries are on independent standards, the exchange

value of the pound will depreciate in terms of francs, and

this will raise the price of French products in England and

lower the price of English products in France, until the

English favourable balance of trade has been increased

sufficiently to finance the loan. In either case England will

obtain less French imports per unit of her own exports,

while the loan is being made.

Later, however, when the interest payment on the loan

must be made by France to England, the terms of trade will

turn in England’s favour. For now English imports must
increase or her exports must diminish, until England has an

unfavourable balance of trade sufficiently great to allow
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France to finance the interest payments to England. But
since the capital sum of the loan will be large relatively to

the annual interest to be paid on it, England will have to

develop a relatively large favourable balance of trade in the

year in which the loan is being made. In subsequent years

in which the interest payments are being made, England will

have to develop only a relatively small unfavourable balance

of trade. In consequence it is probable that the movement
of the terms of trade against England will* be large while the

loan is being made, and that the movement of the terms of

trade in England’s favour will be small in the subsequent

years when England is receiving the interest. England may
therefore lose more by the movement in the terms of trade

against her than she gains by investing money at a higher

rate of interest in France than in England.

This point is illustrated in Table XV. Let us suppose that

the rate of interest is 5 per cent, in France and 3 per cent, in

England, that the countries are on independent monetary
standards so that the rate of exchange between their cur-

rencies can vary, and that in both countries there is no change

in prices. In these circumstances any change in the rate of

exchange between their two currencies is also an accurate

measure of the movement or the terms of trade between them.

Thus, if the rate of exchange moves from for 100 francs

to £1 for 50 francs, this means that for an English export

priced at ,£1 England receives only 50 instead of 100 units of

French goods priced at i franc. Column A of Table XV
shows the rate of exchange between the pound and the franc,

and so with our assumptions also the terms of trade between

England and France. Before England lends to France or

France pays interest to England the rate of exchange is

for 100 francs. The exchange value of the pound depreciates

to 50 francs while the loan is being made from England to

France, and subsequently appreciates to loi francs when
France is paying interest to England.

Column B shows the value of English exports in pounds.

In order to simplify the illustration we have assumed that
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this figure is constant at £i,ooo, or in other words, that

Frenchmen always buy the same amount of goods from

England. If this is so, in order to finance the loan to France

the value of English imports must fall by the full amount

Table XV
The Effect of Foreign Lending on the Term of Trade

Rate

of

exchange

Value

of

English

exports

in

pounds

Value

of

English

^

imports

in

pounds

^

Value

of

English

^

imports

in

francs

^

First year, in which no loan

is made and no interest is

paid.

to

100 frs.

£1,000 £1,000 (1,000 X 100)
100,000 frs.

Second year, in which the

loan of £100 is being made.
to

50 frs.

£1,000 £900 (900 X 50)
45,000 frs.

Third and subsequent years,
in which interest of £5 is

being received.

£i to

loi frs.

£1,000 £i,oos (1,005X101)
101,505 frs.

of the loan, and in order to finance the receipt of interest from
France the value of English imports must rise by the full

amount of the interest payment.
Column C shows the change in English imports valued in

pounds. At first this figure is equal to 3^1,000, i.e. equal to

the value of English exports. While the loan is being made,
however, the depreciation of the exchange value of the pound
to 50 francs makes French products more expensive in Eng-
land and English imports fall to 3^900, so that the excess of
English exports over her imports is ;£ioo, which is just

sufficient to finance the loan of 3^100. When France pays
the interest of £5 per annum, the value of English imports
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rises to 3^1,005, because the appreciation of the pound to loi

francs makes French goods cheaper in England; and thus

England has an excess of imports over exports of £5 a year,

which is just sufficient to enable the receipt of interest to be

financed.

Column D shows the value of English imports in terms of

francs. At first England is importing £1,000 worth of goods

from France, i.e. she is purchasing 100,000 francs worth of

goods since the rate of exchange is £i to 100 francs. While
the loan is being made, England spends only £900 on imports

;

and since the exchange value of the pound depreciates to 50
francs, she can import only 45,000 francs worth of goods

from France. While the interest is being paid, England can

spend £1,005 on imports; and since the exchange value of

the pound appreciates to loi francs she is now able to import

101,505 francs worth of goods from France.

From these figures it is possible to work out the actual

yield in goods, which England obtains from lending £100 at

5 per cent, to France. We are assuming that the price of

goods remain unchanged throughout in England and France,

and that the adjustment of England’s Balance of Payments
is brought about entirely by a change in her imports caused

by an alteration in the rate of exchange between the franc

and the pound. England throughout gives up to France the

same amount of goods; but she receives from France 100,000

units of goods priced at one franc in each of the years before

the loan was made, receives only 45,000 units of such goods

in the year in which the loan is made, and receives 101,505

units of such goods in each subsequent year, in which the

interest is being paid.

Thus in the year in which the loan is made England re-

ceives 45,000 instead of 100,000 units of imports, in order

to receive 101,505 instead of 100,000 units of imports in each

subsequent year. In other words, by giving up 55,000 units

of imports in one year she obtains an additional 1,505 units

annually in the future. Now 1,505/55,000 is equal approxi-

mately to 2f per cent., so that in terms of real goods England
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is obtaining a yield of zf per cent, per annum by investing the

money in France, although the nominal yield on the invest-

ment is 5 per cent. If the yield on capital invested in England

is 3 per cent., England would have gained more by investing

the money at home than by investing it at the higher nominal

yield abroad. The individual English investor will be

attracted by the higher rate of interest in France; for the

individual Englishman will not take into account the fact

that his investment abroad rather than at home will raise the

price of imports to all English consumers. For these reasons,

from the purely national point of view there may be a sound

argument for restricting the volume of lending abroad, in

order to prevent this movement of the terms of trade against

the lending country.

This argument does not, of course, prove that in all cases

the yield to a particular country on foreign investment is

lower than the yield on home investment. If a loan of money
from England to France causes only a small movement in

the terms of trade against England, and if the rate of interest

in France is considerably greater than the rate in England,

then the investment of money abroad will be to England’s

advantage. And from the international point of view there

is always an advantage in a movement of capital abroad in

search of the highest yield. For if the yield on capital is

5 per cent, in France and only 3 per cent, in England, this

means (cf. pp. 273 to 277) that, for every 100 units of con-

sumption goods given up, 5 units more will be available in

every subsequent year, if the capital development takes place

in France, whereas only 3 units more will be available if the

capital is invested in England. The fact that England in the

example given in Table XV obtains a real yield of only zf
per cent, on money invested in France at 5 per cent, is

counterbalanced by the fact that France is paying a real price

of only zf per cent, for a loan which gives her a real yield of

5 per cent. England’s loss due to the change in the terms of

trade is counterbalanced by an exactly equal gain to France;

but there is a net gain to the two countries taken together,
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since England could have obtained only 3 per cent, by
investing the money at home, while its investment in France
gives a yield of 5 per cent., of which af per cent, goes to

England and i J per cent, to France.

There are two ways, in which we must modify the principle

that, from the international point of view, capital should be
free to move in search of the highest yield. These modifica-

tions have already been mentioned in Chapter III of this

Part. In the first place, suppose that England adopts a policy

designed to prevent unemployment and for this reason

reduces the rate of interest by her monetary policy from 5
per cent, to 3 per cent., which measures the productivity of

new investment and so prevents the development of a slump,
but that in France the appropriate internal monetary policy

has not been adopted, so that the rate of interest remains at

5 per cent, although the productivity of new capital has fallen

in France also to 3 per cent. In these circumstances in-

vestors in England will be attracted by the higher rate of

interest in France, but the true productivity of capital in

France is no higher than in England. In this case, therefore,

there is no advantage from the international point of view in

a movement of capital from England to France. Only if all

countries reduce their interest rates by banking policy so as

to prevent unemployment is the free flow of capital to the

countries with the highest yields desirable from the inter-

national point of view.

In the second place, short-term funds may move from one

country to another, not because the rate of interest is higher

in the second than in the first country, but because the ex-

change value of the first country’s currency is expected to

depreciate. The rate of interest both in France and in Eng-
land may be 3 per cent, and this rate of interest may corre-

spond to the real productivity of new capital investment in

both countries, but at the same time the exchange value of

the pound in terms of francs may be expected to fall. This

will provide an incentive for a short-term movement of

capita from England to France, in order that the funds may
4284 B b
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in the future be exchanged back into pounds when the

pound has depreciated; but there is no fundamental justifica-

tion for such a movement of capital, since the real productivity

of capital is as high in England as in France.

Except in these two cases the free movement of capital

between nations in the search of the highest rate of interest

should be allowed; and we have already discussed in Chapter

III of this Parthow the movement of capital may be controlled

in these two exceptional cases.



VII

INTERNATIONAL ECONOMIC CO-OPERATION

I
N this Part we have discussed International Economic
Problems mainly from the point of view of the economic

policy of a particular country. It is useful to apply the con-
clusions of the foregoing chapters to decide how countries

should co-operate, in order that each may obtain the maxi-
mum economic advantage. Let us suppose, therefore, that

another World Economic Conference is to be summoned.
What principles should be adopted in the formation of inter-

national economic conventions at this conference? In what
follows we shall outline five main agreements in order of

their importance.

1 . An InternationalAgreement to provideEmploy-
ment by Internal Monetary Policy. We have argued
that one country alone can diminish unemployment by
internal monetary expansion carried out on the principles

discussed in Part I, if it will allow the exchange v^ue of its

currency to depreciate sufficiently to keep its Balance of

Payments in equilibrium. But such action will be much
more effective if other countries are adopting similar policies.

Suppose that a world-wide slump in prices starts, and that

England by reducing interest rates through banking policy

and by other measures causes her prices to rise, while other

countries take no such action. There will be a strain on the

English exchange rate with other countries, because English-

men will attempt to lend more abroad where interest rates

have not been reduced, and because Englishmen will tend

to spend more on imports as their incomes rise. If interest

rates were reduced abroad pari passu with English interest

rates, there would be no abnormal increase in England’s

foreign lending. If prices and incomes were raised abroad
pari passu with English prices and incomes, the demand for

English exports would rise pari passu with the rise in her

demand for imports. Internal expansion in any one country
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raises the demand in that country both for home-produced
goods and for imports

;
if, therefore, there is expansion in all

countries at the same time, there will be a rise in international

trade as well as a rise in internal trade in each country.

This principle does not involve much technical inter-

national co-operation. The necessary action is, in the main,

internal, involving the control of internal banking policy,

the stimulation of public works expenditure, and of expendi-

ture on consumption goods. But besides a general agreement

among the nations to concentrate on such internal expansion

to cure unemployment, two specific international agreements

are appropriate.

First, the Central Banks can co-operate directly in lowering

interest rates. It might, for example, be agreed that the

governors of the Central Banks of each country should meet
at the Bank for International Settlements at stated intervals

to discuss the desirability of lowering or raising interest

rates simultaneously in all countries. Secondly, there are

many forms of capital development, the execution of which
depends upon direct co-operation between nations. For
example, the development of railways, roads, or air lines,

which cross the frontiers of many states, needs the co-opera-
tion of many independent national authorities. These Inter-

national Public Works might be planned ahead by an
appropriate International Commission, in such a way that

expenditure on them can be speeded up or postponed simul-
taneously in all countries, in order to increase such expendi-
ture during a world slump.
An international agreement of this character is of the

utmost importance. Not only would it directly diminish the
world-wide problem of unemployment, but it would make
it much easier to reach the two international agreements
which we shall discuss next—^namely, agreements to minimize
fluctuations in the exchange rates between different currencies
and to reduce tariffs and other barriers to international trade.
Uncontrolled fluctuations in money incomes and prices in
one country are the most important cause of large fluctua-
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tions in the rate of exchange between two currencies. If each
country is preventing any considerable internal fluctuations

of prices, the need for changes in the rate ofexchange between
different countries would be reduced to a minimum. In the

modern world the most important cause of tariff barriers is

the desire of each country to diminish unemployment at

home by preserving the home market to home producers;

and this cause will be removed, if unemployment is cured
by simultaneous monetary expansion within each country.

2. An International Agreement to minimize Fluc-
tuations in Exchange Rates. When the main cause of

exchange fluctuations has been removed by the conclusion of

the agreement which we have just discussed, it will be proper
for nations to consider the return to an international gold stan-

dard, which will stabilize completely the rates of exchange
between their currencies. Such an international standard

diminishes theuncertaintywithwhich importers and exporters

will otherwise have to trade. If the rate of exchange between
the pound and the franc is fixed, the English exporter knows
howmuch he will obtain in pounds for goods which he can sell

at a certain price in francs, and the English importer knows
how much he will have to pay in pounds for goods bought at a

certain price in francs. And if there is a reliable international

monetary standard, undesirable speculative movements of

short-term funds from currency to currency will be greatly

reduced. Englishmen will lend on short term to France only

if the rate of interest in France is higher than the rate of

interest in England
;
they will no longer buy francs for a short

period because they expect the franc price of pounds to fall

in the future.

But in spite of these advantages of the gold standard it

may be better for many countries still to preserve some
freedom in their exchange rates with other countries. For

even if the international agreement to prevent unemployment
by internal monetary policy is fully successful, some readjust-

ment in the Balance of Payments between different countries

will still be necessary—caused (e.g.) by a loss of export
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markets by one country due to more rapid technical progress

in the production of similar goods by a competing country.

Such readjustments can be brought about without causing

unemployment, either if the country whose receipts of foreign

money have fallen can reduce its money wage-rates as

quickly as its prices must fall, or if it allows its exchange rate

to depreciate without any fall in its internal price-level.

Countries should therefore return to the gold standard, only

if money wage-rates are sufHciently flexible. This will be
the case, either if there is perfect competition in the labour

market without any bargains between employers and em-
ployed fixing wage-rates for long periods, in which case wage-
rates will fall as soon as there is any unemployment, or if

there is a completely socialized economic system which
enables the government to lower all money wage-rates by
fiat.

But there are countries, such as England, inwhich sufficient

flexibility of money wage-rates does not exist; and these

countries should not return to an unmodified gold standard.

Between such countries a scheme of co-operation is needed
to minimize fluctuations in exchange rates, based upon the

following principles

:

(i) that each country should be free to depreciate its

exchange rate sufficiently to give it complete freedom
to adopt an appropriate internal monetary policy

without throwing its Balance of Payments out of

equilibrium

;

(ii) that each country should guarantee that it will not
depreciate the exchange value of its currency—e.g.

by purchases of foreign money through its Exchange
Equalization Fund when these are not required to

offset a speculative movement of short-term funds

—

by more than is sufficient to preserve equilibrium in

its Balance of Payments
;
and

(iii) that speculative movements of short-term funds
should be offset or prevented, so that they do not
cause unnecessary fluctuations in exchange rates,
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without any limitations of the purchase and sale of

foreign currencies for other purposes.

There are many schemes of co-operation by which these

objectives might be achieved. The following gives in outline

one possible form of international agreement for this purpose:

1. All the countries concerned should agree to work a

modified form of the gold standard. Each should agree to

fix exchange rates by fixing the price, in terms of its own
currency, at which its Central Bank would buy and sell gold,

and by allowing the free import and export of gold. But these

fixed exchange rates would be revised from time to time by
periodical alterations in the Central Banks’ buying and selling

prices of gold.

2. The Governors of the Central Banks of each country

should meet regularly at the Bank for International Settle-

ments to revise the buying and selling prices of gold in terms

of the currencies of their own countries. The prices should

be chosen so as to fix those rates of exchange between the

different currencies, which would enable each country’s

Balance of Payments to be in equilibrium in the absence of

any movement of gold and of any speculative transfer of

short-term funds.

3. To judge these prices correctly the officials of the Bank
for International Settlements should study continually all

information relating to the Balance of Payments between

different countries. In particular, they should attempt to find

out figures for the movement of gold reserves and of short-

term funds.

4. Two principles should govern the revision of the buying

and selling prices of gold in terms of the different currencies.

In the first place, any country which was steadily losing gold

should be dlowed to raise its buying and selling price of

gold relatively to the countries which were steadily importing

gold. By a process of trial and error, based on the infor-

mation at the disposal of the Bank for International Settle-

ments, those gold prices could be found, which just removed

the disequilibrium in the normal items in the Balance of
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Payments, Secondly, all countries should raise their buying

and selling prices of gold simultaneously if an increase in the

total of Central Baul: reserves was necessary to prevent a

world-wide slump, and should lower their buying and selling

prices of gold simultaneously, if a decrease in the total of

reserves was necessary to prevent a world-wide boom.

5. The money profit or loss caused in any country by

raising or lowering the money price of the gold reserves of

that country should accrue to the government. The expendi-

ture of such a profit by the government, or the increase in

taxation necessary to finance such a loss, would help in the

internal expansion or contraction of money demand,

6. Each Central Bank should agree to concentrate on an

internal policy designed to preserve a high level of employ-

ment athome regardless of its exchange position, which would,

if necessary, be adjusted by the appropriate revision of

exchange rates,

7. This system will have the desired effect, only if the

speculative movement of short-term funds were offset or

prevented. For only if this is so will a movement of gold

between two countries measure properly the degree to which

the normal payments between the two countries are out of

adjustment. To offset the speculative movement of short-

term funds those directing the policy of the Bank for Inter-

national Settlements should shift the assets of the Bank from

one currency to another—e.g. they should sell American

securities and with the dollars so obtained should purchase

pounds to invest in English securities, in order to offset a

movement of short-term funds from England to America.

This would provide an International Exchange Equalization

Fund. To finance this Fund each Central Bank should agree

to deposit a certain sum with the Bank for International

Settlements, and any loss or profit incurred by these exchange

transactions should accrue to the different countries in pro-

portion to the sums deposited by the Central Bank of each

country,

8. Each country should give up the use of a national



INTERNATIONAL ECONOMIC CO-OPERATION 377

Exchange Equalization Fund, but should aid the Bank for

International Settlements in carrying out its policy of off-

setting short-term capital movements.

9 . Any country should be allowed to monopolize in a

single institution all dealings in foreign exchange to prevent

short-term capital movements, provided that it allowed the

purchase and sale of foreign exchange for other purposes in

unrestricted amounts at the current rates of exchange.
3. An International Agreement to reduce Barriers

to International Trade. After the conclusion of the two
monetary agreements, which we have just outlined, it would
be practical politics to discuss tariff reductions again. Tariffs

would no longer be necessary to provide employment, since

this is provided by the first agreement. They would not be
required to protect a country’s exchange position, since this

would be achieved by the second agreement; and countries

could no longer hope to expand their markets at the expense

of other countries by raising a tariff, since other countries

would be permitted by the second agreement to retaliate by
the depreciation of the exchange value of their currencies,

if the tariff restricted their markets and so caused them to lose

gold. Tariffs could only be retained either to protect an
infant industry, which is perfectly legitimate, or to prevent

the terms of trade from moving against the country imposing

the tariff. But if all countries reduce their tariffs simultane-

ously, the demand for the products of each country will rise,

so that there will be little or no change in the terms of trade

between them; and any small change against any one country

would be more than offset by the advantage accruing to that

country from the larger volume of international trade.

As an ideal, all countries should simultaneously agree to a

policy of complete Free Trade. In all probability, very many
countries would not agree to a complete abolition of their

tariffs, and some might be unwilling to agree to any significant

tariffreductions. If universal agreement was prevented by the

refusal ofsomestates, amultilateralagreementshouldbeformed

among those states which were willing to reduce their tariffs.
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At this point difficulties might arise from the existence of

the ‘most-favoured-nation’ clause in existing commercial

agreements. This clause lays it down that either of the parties

to the commercial agreement will not levy duties on the goods

of the other party higher than the duties levied on similar

goods imported from any other country. In most commercial

treaties between nations this clause is included. For example,

a commercial treaty between England and Germany would

probably contain a clause stating that England will not impose

tariffs on German goods higher than the English tariff on

similar goods imported from any other country, and vice

versa. If, therefore, England reduces her tariff on certain

imports from France, she is obliged to reduce her tariffs on

German goods of the same kind by the same amount. If

England and France attempt to form an agreement to lower

their tariffs on each other’s goods—both countries having

signed treaties with Germany including the most-favoured-

nation clause—England will have to reduce her tariffs on the

goods of Germany as well as on the goods of France, and
France will have to reduce her tariffs on German goods as

well as on the goods of England. England and France might
be able to agree to a simultaneous reduction of their tariffs on
each other’s goods, in such a way that the terms of trade

between them would not be appreciably changed. But
because of the most-favoured-nation clause they might be
obliged to reduce their tariffs on the goods of many other

countries without any simultaneous reduction in the tariffs

imposed on their goods by these other countries, so that the

terms of trade with the rest of the world might move con-

siderably against them. Both countries might lose so much
in the terms of trade with other countries, that it was not
to their advantage to reduce their tariffs on each other’s goods
by agreement.

For this reason attempts to reduce tariffs by agreement
among a limited number of countries might be unsuccessful.

This difficulty can be surmounted, if the most-favoured-
nation clause is modified so as to permit a limited number of
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countries to reduce their tariffs on each other’s goods without
reducing their tariffs on the goods of those countries who
are unwilling to come into the general agreement for tariff

reductions. A group of countries might form a Free Trade
or Low Tariff group, by agreeing to impose no prohibitions

or quotas or tariffs over 10 per cent, on each other’s goods.

At the same time they might renew their commercial agree-

ments with other countries to include a modified most-
favoured-nation clause. A member of the Low Tariff group
would promise not to impose a tariff on imports from a non-
member, of a greater height than the tariff imposed on the

goods of any other non-member. By these means each
member of the Low Tariff group could reduce its tariffs on
the goods of each other member without moving the terms of

trade against it, but would be free to use its tariffs to bargain

with those countries which refused to join the group.

The three agreements, which we have discussed, are

fundamental to a sane world economic policy. It is as

possible for a Socialist state to adhere to them as for a state

in which a policy of laisser-faire is adopted. A Socialist state

can agree

(1) to preserve full employment by speeding up its capital

development at home or by increasing the expenditure

of consumers at home;

(2) to sell its products at prices equal to their marginal

costs at home and abroad;

(3) to allow the free purchase of imported consumption
goods

;

(4) to import raw materials and machinery when their

price abroad is lower than their price at home
;
and

(5) to adjust its Balance of Payments by alterations in its

exchange rate, or by raising or lowering all internal

prices through a rise or fdl in the general level of

wages, when its imports and exports as determined on
the above principles do not balance with the other

normal items in its Balance of Payments.

Such agreements need not be universal to be effective.
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They might, for example, be restricted to the continent of

Europe. Even if only two important countries adopted them,

they would be workable and would greatly ease the economic

relations between them. England and America, for example,

might agree

(1) to fix their buying and selling prices of gold
; ^

(2) to revise these gold prices periodically, raising them

to prevent a loss of gold and lowering them to stop an

import of gold

;

(3) to operate a joint Exchange Equalization Fund to

offset movements of short-term funds between the

pound and the dollar

;

(4) to concentrate primarily on their internal policies and

not on the extension of their external markets to cure

unemployment ;
and

(5) not to impose quotas or any tariffs above lo per cent,

on each other’s goods.

Any monetary or commercial agreements of this kind among

a limited number of countries should be left open for the

adherence on the same terms of any other country; for the

larger the number of countries operating the reformed gold

standard or becoming members of the Low Tariff group,

the greater is the advantage to each individual member.

4. An Agreement to allow the Free International

Movement of Capital. We come now to two agreements

which are probably of relatively small importance, and which

may be more difficult to attain. We have argued that—so

long as countries always reduce interest rates to correspond

to the true productivity of capital in order to preserve full

employment, for which provision is made in the first inter-

national agreement—capital should be free to move from

country to country in search of the highest yields, subject

only to the restriction of short-term lending due to the

expectation of variations in exchange rates, which is provided

for in the second international agreement. Such international

capital movements might be encouraged by the formation of

an International Commission, whose task it should be to
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provide authoritative information about the probable yield

and security of investments of different kinds in different

countries, and to assure by appropriate guarantees that every

country had equally free access to invest money in un-
developed areas, in which the yield on capital was abnormally

high. We have seen that a country may be unwilling to allow

its citizens to lend freely abroad, because such foreign

lending may turn the terms of trade against it; and this

consideration may hinder the attainment of this agreement.

5. An Agreement to diminish the Restrictions on
Immigration. The free immigration of population into a

country in which standards of living are high is desirable

from the international point of view, provided that the growth

of population in the country, whose citizens are emigrating,

is not excessive. But such migration may lower the standard

of living in the country to which people are migrating. An
international agreement on this subject will therefore have

to discriminate against those cmmtries in which the growth

of population is uncontrolled, and will have to overcome the

natural determination of other countries to allow no threat to

their high standards of living. This agreement is therefore

the most difficult to reach. But it would probably be of

relatively minor importance if the first three agreements

discussed in this chapter could be attained; for the countries

with low standards would gain greatly from the greater free-

dom to trade with other countries and from the greater

purchasing power in those other countries.



VIII

THE ECONOMIC CAUSES OF WAR

I
NTERNATIONAL agreements of the kind outlined in the

last chapter would be effective not only in raising the

standard of living in the countries concerned, but also in

removing the economic causes ofwar between these countries.

It is sometimes argued that it is an illusion to suppose that

economic advantages can be obtained by any country through

the prosecution of a successful war, because political domina-

tion over a particular territory does not in any way alter the

fundamental economic conditions upon which the successful

country relies for its welfare. If there were a universal system

of Free Trade and of laisser-faire between all countries, the

advantage which one country can gain from economic con-

tacts with a particular territory would not depend upon
political ownership of that territory. If, for example, there

were free trade and freedom of movement of labour and
capital between Germany and France, and between Germany
and all African colonies, Germany would not be able to sell

her goods more easily, to purchase her imports more cheaply,

to invest money more profitably, or to find a more advantage-

ous outlet for her population by the transference of the Saar

from French to German political control, or by the trans-

ference of an African colony from British to German political

control. While this argument is substantially correct in a

world system of universal laisser-faire, yet even so it is not

entirely true; and in a world in which there are innumerable
international economic restrictions, it loses all its validity.

In order to see what economic causes of war exist, we may
enumerate the following possible ways in which one country
can gain economically by waging a successful war and so

obtaining the political control over other territories:

1 . By imposing a tribute the victor may gain economically,

provided that it adopts an appropriate policy of internal

monetary expansion, which enables it to import more than
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it exports without thereby causing unemployment at home.
In this case the receipt of the tribute will finance its excess

of imports over exports, and it will be receiving part of its

imports free and no longer in return for its own products.

2* Even if there is Free Trade, ‘trade follows the flag’ to

some extent for reasons of sentiment and for more substantial

reasons such as business connexions and language difficulties.

In a territory politically controlled by Englishmen an English

exporter may obtain a better price for an identical commodity
than a Japanese exporter, and goods produced in this terri-

tory may be made available to the English at a somewhat
cheaper price than to the Japanese; for if English is the

official language of the territory and if the political administra-

tors are English, it will be more convenient to dealwith English

than with Japanese firms. For similar reasons, even in the

absence of restrictions upon labour migration and capital

investment, Englishmen may obtain better information about

the possibilities of earning high wages or interest in the

territory, and will have a greater sense of security in migrating

to the district or in investing capital in it.

3. There are certain backward territories, which are

prevented from providing markets for other countries’ goods,

and from producing raw materials needed by other countries,

and from furnishing opportunities for capital investment and

labour immigration, by the fact that the inhabitants cannot

furnish an efficient police to restrain banditry and to give that

security which is essential for the economic development of

these areas. In these circumstances political control by a

more advanced nation would confer real economic advantages

upon the advanced nations. If, however, such intervention

were limited to the provision of an efficient police, this should

not give rise to conflict between advanced nations, since all

advanced nations would share in the gain to be obtained.

Indeed, in these conditions, each advanced nation would

hope that some other advanced nation would shoulder ‘the

white man’s burden’ and the cost of policing involved.

Moreover, the inhabitants of the ‘backward’ nation would
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also gain economically, if intervention were restricted to the

suppression of banditry. But nationalist or racial feeling may
cause them to resent the intervention, and this, combined

with the economic advantage to the advanced nations, may
be a cause of conflict between the backward and advanced

territories.

4. When we turn our attention to legal restrictions im-

posed on the international movement of goods or of capital

and labour, we discover much more substantial economic

causes of conflict between nations. The use of preferential

import and export duties, or of discriminatory quotas, to

encourage the trade of a particular country provides the most

obvious example. The import of Japanese as opposed to

British cotton goods into the British West African colonies

is restricted by quota; and this means that English cotton

manufacturers gain at the expense both of Japanese cotton

manufacturers, who are prevented from selling in this

market, and also of the West African native, who is forced

to purchase expensive English instead of cheap Japanese

goods. If a low export duty is levied on the sale of a raw
material by a British colony to the English market and a high

duty is levied on sales to other markets, Englishmen will

gain both at the expense of other countries, who are unable

to obtain their raw material supplies so easily, and at the

expense of the colonial producers, who are prevented from
obtaining the higher price for their products which may be

offered in markets other than the English market.

5. Restrictions on international trade, even if they do not

discriminate in favour of a particular country, may yet make
the political control of certain territories economically im-

portant. The transference of the Saar from Frenchto German
control is of advantage to Germany, if previously she had to

sell her goods in the Saar over the French tariff. And if

Germany relies upon imports of raw materials or foodstuffs,

so that she must sell abroad to finance the import of essential

commodities, it will be peculiarly important for her to obtain

political control over other countries, in order to determine
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the tariff policy of territories which might provide good
markets for her exports.

6. One country may desire to obtain political control over

another in order to remove restrictions on labour migration.

Freedom of migration for the Japanese to Australia by re-

ducing the numbers seeking work in Japan and by increasing

the numbers seeking work in Australia might raise standards

of living in Japan at the expense of the Australians and of

future emigrants from Great Britain.

7 . The restriction of capital movements by political control

may enable one country to gain at the expense of others.

When the present internal political troubles of China are

solved, there will probably be very profitable fields of capital

investment to develop the latent resources of that country.

If Japan is able to limit such investment to the Japanese, she

will gain at the expense of other potential investors, who will

be unable to share in the abnormally high yields on capital,

and at the expense of the Chinese, because this restriction

in the amount to be borrowed by them will maintain the rates

of interest which they must pay at a higher level than would
otherwise be necessary.

8. The existence of natural or artificial monopolies in

certain territories may give rise to conflict over their political

control. Certain undertakings such as railways, telegraphs,

and canals are bound to be monopolistic, because there is

room for only one such service in one district. By controlling

the price charged for the service of these monopolies the

owners can gain abnormally high yields on the capital in-

vested in them. Political pressure may be exercised by the

governments of different countries to obtain the necessary

concessions for their own investors
;
for once such a monopoly

is started, the free flow of capital will not enable late-comers

to share in the high yields, since there is room for only

one such concern.

The formation of an artificial monopoly in a certain district

may give rise to political intervention by another country.

There is no reason in the nature of things why the production

4284 Q C
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of rubber should be monopolized; but if all producers of

rubber agree to restrict output, they can make abnormally

large profits by raising the price of rubber to consumers.

The owners of capital invested in the production of rubber

happen to be largely English, while Americans consume large

quantities of rubber without being able to produce it. A
rubber restriction scheme may therefore enable Englishmen

to gain more as producers than they lose as consumers, while

Americans only lose as consumers, so that the American
government may intervene in order to force the English

government to break such an artificial monopoly.

We have shown certain reasons which may lead to economic

conflict between nations. It is, however, sometimes held that

the organization of modern economic systems leads in-

evitably to war. This view is based on the belief that there

is an inherent flaw in modern economic systems, causing less

purchasing power to be distributed as income to consumers

than is sufficient to purchase at cost the current output of

goods. It is argued that this deficiency of purchasing power
can be supplemented by one nation, only if it can extend its

sales abroad without itself spending any more of its income
on the goods of other countries. But since in this case some
other nation must be buying from abroad more than it sells

abroad, the degree to which one nation succeeds in curing its

internal problem is an exact measure of the degree to which
the problem is intensified for some other country. Thus,
there arises a wild scramble for external markets, which, as

we have just seen, can be obtained and preserved to a large

extent by political control of other countries, based upon the

exercise or the threat of force.

We have already dealt with this argument by implication.

We have shown in Chapter I of Part I that there is no
insuperable flaw in modern economic systems causing pur-
chasing power to be deficient, although at any time a de-

ficiency of purchasing power may lead to unemployment.
But this can be met by either of two means. First, the country

concerned may expand its markets at the expense of others
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by exchange depreciation, by tariffs, and by any other

measures which are designed to give it an abnormally large

favourable Balance of Trade. Secondly, the country can

expand its internal markets by the measures discussed in

Part I, and so make up for the deficiency ofinternal purchasing

power without any expansion at the expense of others ;
and

indeed—^while one country alone can do a great deal on these

lines—^if all countries adopt such a policy simultaneously,

both the internal and the international markets of each

country will expand at the same time.

We may admit that the search for foreign markets to cure

unemployment is in the modern world the most potent

economic cause of war. For this reason the first and second
international agreements mentioned in the last chapter are

of the utmost importance; for they enable each country to

provide full employment without any possibility of expansion

at each other’s expense. The other economic causes of

conflict enumerated in this chapter will be greatly diminished

by means of the third, fourth, and fifth international agree-

ments mentioned in the last chapter; for these agreements

provide for Free Trade in commodities and for greater free-

dom of international movements of capital and labour; and
we have seen that the most important economic causes of

conflict between nations depend upon the effects of inter-

national restrictions upon the movement of goods and of

factors of production. The agreements should, however, be

supplemented in two ways. First, the 'open-door’ policy

must be guaranteed in all colonial possessions. The political

control of 'backward’ peoples will provide a fruitful economic

cause of conflict, so long as the country exercising that control

can impose discriminatory restrictions upon trade with and

investment in those territories. The 'open-door’ policy,

embodying the principle that whatever country administers

the colony, the economic opportunities provided by it shall

be open on equal terms to all countries, is not only to the

advantage of all other countries but also to the advantage of

the natives of the colony, who can then borrow on the most
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favourable terms and purchase in the cheapest and sell in the

dearest markets. This principle may be extended by inter-

national conventions or by the administration of colonies

under Mandates granted by the League of Nations, in which
this principle is guaranteed. Secondly, the prices charged for

products, which are the monopoly of certain territories, must
be prevented by government control from being raised in

excess of their cost through the formation of monopolistic

schemes designed to restrict their supply. International

conventions should be formed for this purpose and adminis-

tered with suitable guarantees.

But above all it is necessary that countries should meet
the problem of unemployment not by developing a favour-

able Balance of Trade at the expense of others, but by inter-

nal expansion, carried out if possible simultaneously in all

countries; for the former method, if universally adopted,

must lead to general impoverishment and eventually to war,

whereas by the latter method the way is opened to prosperity

and peace.
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Coin, 19, 296, 299, 300.
Commodity market, see Market.
Commodity taxes, 58, 233-5, 247,

251, 270.
Comparative costs, 343.
Competition

:

Imperfect or monopolistic com-
petition, 640, 126-205.

Perfect competition, 64 n., 95-
125, 269, 336, 360, 374.

Wastes of competition, 165-8,

174, 178.
Concentration of output, 30, 155,

167, 168, 171, 174.
Consols, 19, 26.

Consumers’ associations, 171.
Consumers’ credits, 49—60.
Cost, 2-1 1, 28, 33, 34, 61, 256.
Average cost, loi, 102, 104-6,

1 18, 128, 134, 154, 164, 183,

184, 193, 194, 354.
Marginal cost, loi, 102, 104-6,

1 13, 133-6, 178, 182-4,

187, 193, 194, 200, 229, 230,

235, 335-43, 346, 35S-4 , 360,

379-
Total cost, 105, 134, 184, 186,

189, 193.
See also Movement: cost of.

Transport costs.

Cross-transport charges, 166, 167,

171, 174, 178.

Death duties, 59, 233, 243-8, 249,
251, 254, 270.

Death-rate, 225.
Deflation, 54, 55, 310-12, 314, 317,

320.
Deposits, 19-27, 32, 34, 35, 56-9,

71, 296, 298, 304-7, 315, 317,

323-
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Devaluation, 334. Gold exchange standard, 301, 316,

Discrimination in prices, 139-42. 317.
Distressed areas, 202, 203- Gold export point, 304, 323.

Distribution of income, 30, 59,

60, 68 n., 74, 94, 125, 206-54,

362.
*Distnbutist’ state, 249.
Disutility of work, 260.

Division of labour, 264-6, 269.
Douglas, Major C, H., 5 n.

Dumping, 140, 141.

Economic Forecasting Commis-
sion, 204.

Education, 42, 68, 88, 121, 215-18,

222, 231, 251, 253, 256, 261,

271.
of consumers and of ovimers of

factors of production, 169,

170-4, 191, 361, 364-
Elasticity of demand, 87 n., 141.

Estate duty, 243; see also Death
duties.

Exchange Equalization Fund, 328-

330, 333> 334> 356, 374, 377,
3^0.

Expenditure

:

on capital goods, 8-17, 37-48,
59-61, 79-82, 194 n., 238,239,

244, 245, 250. 307. 379-
on consumption goods, 2—1 1, 16,

17, 37, 38, 49“6o, 61, 80-2,

240, 242, 246, 254, 308, 312,

372, 379-
Exports, 285-93, 306-9, 312, 321,

322, 324, 331-4 , 335-59, 364-
368, 37i»379) 382,383.

Family allowances, 251, 272.
Federal Reserve Banks, see Banks.
Fiduciary issue, 21, 22, 314.
Foreign exchanges, 31, 32, 292-8,

299-334* 338, 345* 347* 354-9*
364-7, 369, 371-7, 379*

Foreign lending, 254 n., 286-91,
295-8, 305-10, 321, 324, 325-
332, 344, 345* 364-70, 371,
383, 38s-

Free trade, 336, 338, 339, 341, 346-
59* 377, 382, 383, 387.

Gold bullion standard, 301.

Gold import point, 304, 323.
Gold reserves, 21, 22, 31, 314-19,

320, 376.
Gold specie standard, 299-301.
Gold standard, 299-322, 333, 336,

344, 347, 355, 356, 358* 364,
373-5*

Guild socialism, 196.

Hours of work, 84-8, 93, 225, 226,

259, 260, 262.

Hours of Work and Unemployment^

85.
Housing, 12, 15, 16, 43, 49, 204,

205.

Imperfect competition, see Com-
petition.

Imperfect market, see Market.
Imports, 141, 285-93, 305, 307-9,

321, 322, 324, 331-4* 335-59,
364-8, 371, 379* 382, 383.

Income-tax, 42-4, 233, 235-42,
246-8, 251, 261, 262, 270.

Indemnities, 286, 310.
Industrial Planning Commission,

203, 204.
Infant industries, 346, 353, 354,

377-
Inflation, 54, 76, 314, 317.
Inheritance, 213, 221, 249,
Insurance schemes, 51, 59, 90, 121.

Interest, 2, 12-17, 26-9, 34, 35, 38,

39* 41, 44-7* 53* 60, 71-3, 8q-

83, 96, 98, loi, 103, 109, 112,

113, 117, 118, 194, 197, 200,

215-17, 226-8, 238-42, 244,
250, 256, 279, 280, 300, 306-
310, 312, 320, 327, 3^8, 365,
368-70, 371-3, 380.

on Foreign investments, 286-91,
294-8, 309, 327, 331, 344, 345,
364-70, 383, 385.

International Labour Office, 85.
International trade, 335-59.
Inventions, 68, 69, 203, 204, 310.
Issue Department, 21, 22.

Joint-stock banks, see Banks.
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Labour, see Division of Labour,
Market, Migration of Labour,
Optimum supply of Labour.

Labour Exchanges, 78, 91, 173,
214.

Large-scale production, 104, 105,
128-30, 134, 170, 265, 266,

269, 270, 272, 281, 353.
League of Nations Mandates, 388.
Low Tariff group, 379, 380.

Management, marginal product of,

156-63, 178, 192, 222, 223.
Marginal, see Cost, Management,

Product, Receipts, Utility.

Market

:

Commodity market, 64 n., 97,
98, 126, 130-3,

Imperfect market, 130-3, 146,
165-8.

Labour market, 64 n., 77, 84, 88,

89, 94 n., 146.
Perfect market, 126, 143.

Marriages, 204, 205.
Mass production, see Large-scale

production.
Migration of labour, 360-3, 381,

383. 385.
Milk Marketing Board, 140, 141,

151-
Mint, 300.
Monopolistic competition, see

Competition.
Monopoly, 127-89, 190, 191, 250,

351, 262, 269, 279, 337, 360,

385, 386, 388; see also Dis-
crimination in prices

.

Most-favoured-nation clause, 378,

379-
Movement:

of factors of production, 96,
III, 172, 191, 335, 34^
343, 360-^0, 380, 381, 387.

cost of, 109, no, 1 12, 1 13, 1 17,
1 18, 145, 170, 173, I9I, 202,

212, 214, 2 i8, 335, 361.

National debt, 44, 45, 72, 231, 242,

247, »53,3Xi-
National Investment Board, 45-8,

205.

Nationalization, see Socialization.

Notes, I9“35, 32, 35, 50, 52-4, 56-

59, 296, 30X-3, 307, 315, 323-

Old age pensions, 88, 231, 251.
Open-door policy, 387, 388.
Optimum number of firms, 160.

Optimum population, 363-72, 361,
362.

Optimum size of firm, 105, 118,

128, 154, 171, 177, 178, 183,
184.

Optimum supply of labour, 93, 233,
235, 241, 246, 247, 250, 252,

253, 258-72, 281-4.
Optimum supply of savings, 233,

235, 241, 242, 246, 247, 250,

251,254, 258, 273-84.

Par rate of exchange, 302, 303,
318.

Pensions, 88, 90, 231, 251.
Perfect competition, see Competi-

tion.

Perfect market, see Market.
Planning, 37-48, 200-5.
Poll tax, 270.
Population, 204, 263-72, 315,

361-3, 381.
Price-fixing, 169, 180-9, 219, 223.
Product

:

Average product, 65, 66.

Marginal product, 65-9, 76, 88,

89, 91, 93, 106-205, 214-20,
222-8, 241, 244, 252, 253, 259,
260, 262, 266-72, 273-7, 279-
284, 335, 360-3.

See also Management.
Professional bodies, 170, 214.
Progressive taxation, 236-8, 242,

243, 249, 254, 262, 270, 271.
Property taxes, 247 ;

see also Death
duties.

Proportionate taxation, 236-8, 242,

243, 270.
Protection, 339, 346-59, 377“8o.
Public works, 12, 14, 37-48, 308,

312, 372.

Queues, 187.

Quotas, 292, 321, 379, 380, 384.
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Rationalization, 169, 174, 175.

Rationing of loans, 227, 228.

Receipts

:

Marginal receipts, 133-6, 182,

184.

Total receipts, 135, 138, 184.

Rent, 2, 15, 16, loi, 194, 226-8,

256.
Reparations, 286, 310.

Reserve ratio, 19-26, 33, 35) 53)

306, 307.

Satisfaction, total, 99, 209, 210,

263, 278-80.

Saving, 7-1 1, 59, 60, 239-42, 245-

247, 249, 250, 254) 270, 277-

284, 298, 307.
School-leaving age, 88, 89, 93, 226,

261.

Shipping services, 286-91, 293,

294.
Short-term capital movements,

325-32, 356, 357) 369) 37O)

373) 374) 376, 380.

Sinking Fund, 44, 45.
‘Social dividend’, 197, 231, 251.

Socialization, 30-6, 45, 48, 49,
68 n., 180, 190-205, 2’i4, 223,

229, 250-4, 262, 269, 270, 279,
280, 332, 338, 354, 374, 379-

Specialization of product, 167, 174,

178.

‘Standard’ volume of unemploy-
ment, 52-8, 77-9, 82, 83.

Standardization, 168.

Stocks, 27, 28, 37, 38, 79.

Subsidies, 16, 34, 47, 48, 84, 90-3,

121, 125, 169, 175-80, 184,

186, 189, 194, 200, 201, 229,

231,262, 279, 321, 354) 359-
Subsistence level, 264, 361, 362.

Super tax, 42, 235.
Syndicalism, 196.

Tariffs, 141, 292, 293, 309, 310,

321, 322, 334, 346-59) 372,

373) 377-80, 384, 385, 387-
Taxation, 33, 40-4, 48, 50, 51, 56-

59, 84, 88, 90, 91, 94, 124, 169,

175-80, 200, 231-48, 251, 253)

254, 270-2, 280, 319; see also

Commodity taxes, Death
duties. Estate duty, Income-
tax, Poll tax. Progressive taxa-

tion, Property taxes. Propor-
tionate taxation, Super tax.

Tariffs, Taxing the foreigner.

Taxing the foreigner, 346, 352, 353.
Terms of trade, 343-5) 34^-53) 3S8,

359) 364-8, 377-9) 381.

Total, see Cost, Receipts, Satis-

faction.

Tourist expenditure, 286, 331.

Town and regional planning, 39,
201, 202.

Trade Boards, 72, 73.
'

Trade Unions, 72, 73, 75, 93, 94 n.,

96, 170, 186, 214, 224, 259,
260.

Transport costs, 130-2, 141, 142,

155) 170-

Treasury Bills, 19, 328.

Tribute, 286, 310, 344, 345, 382,

383-

Unemployment, i“94, 173 n., 188,

189, 194 n., 197, 202, 219,

224, 226, 227, 231-3) 238-40,
244-6, 249, 254, 308-15, 320,

332-4) 346, 354-9, 369, 371-3,

374, 380, 383, 386-8.
Unemployment Assistance Board,

51-S-
Unemployment benefit, 42, 43, 51-

55) 78, 90-2, 94 n., 231.
Usury, 227, 228.

Utility, marginal, loi, iii, 160,

207, 260, 278-80, 338.

Wages, 2, S3, 56, 61-74, 7S~9) 84-

94, 98, loi, 136-9, 145-48,
185, 187, 202, 203, 212-20,
223-6, 231, 232, 241, 252, 256,

259, 260, 262, 268-71, 311-16,

320, 326, 354, 355) 357-9,
360-2, 374, 383.

War, 54, 382-8.
‘Work or Maintenance’, 78.
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